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Preface 



Bosnia and Herzegovina has experienced its first year of peace and the beginnings of 
political, economic, and social recovery. While life is still difficult for many Bosnian families, 
tiie leoonstnictioii efibit has already borne significant fiuit Eomomic growdi in 1996 has 
reached 50 percent, and unemployment, ahfaougjh painfully high at over SO percent, has declined 
from its postwar high of 90 percent. Many schools and health clinics have reopened, and 
Sar^evo airport once again began limited commercial operations. Repairs to infrastructure, 
essential to econmnic revival, are underway, and conuneree is piddi^ iqs, wift the help of donoi^ 
financed lines of credit. Finally, the establishment, in January 1997, of the Council of Ministers 
and the Entity govenunents is an important milestone on the road to a stable political future for 
the country. 

While these successes are encouraging, the challenge in 1997 is to build up the Dayton- 
mandated institutions and to make the economic recovery sustainable Bosnia and Herzegovina 
must grasp this opportunity to become a truly peaceful country, open to Europe and with a free 
madcBt tfiat can tkbx pro spe rity and a better life for all its citizens and ensure finsedom of 
religious and cultural traditions. 

Prosperity and creditworthiness are still a distant vision, but one that the experience of 
otter postwar countries diows us is wittin reach, witt strong international siqqxnt and sound 

domestic policies In Bosnia, there must be good cooperation betw een the Entities, rapid and 
effective institution-building, good macroeconomic management, and sustainable sector policies. 
The international community, in turn, must provide adequate, well-coordinated, and timely 
assistance on concessional trams. 

While there will be ups and downs in any peace process, the fact that tangible benefits 
have already readied the people of Bosnia and Herz^ovina gives us tcsi hope and energy for the 
future. Hie Worid Bank lenuuns committed to Ifae task of making peace sustainable nd of 
helping create abetter and more prosperous future for all tte peoples of Bosnia and Heraegovina. 



Christine Wallich 
Countiy Director 
Bosnia and Herzegovina 
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Abstract 

Peace and reconstruction in 1996 dramatically altered the landsc^e of Bosnia and 
Herzegovina (BiH) and brought many tangible benefits to its people. Sustaining and broadening 
the positive developments of the past year will be the key task for the countiy and the 
international community in 1997-98. TMs lepoit looks at the neaMeim lefimn issues HvA are 
essential to generating employmoit and providing a finn institutional and policy finindatioii for 
reconstruction and sustained economic growth Kc\' areas of focus include policies and 
expenditure reforms, including institutions for macroeconomic management, bank and enterprise 
privatization, and pensions and the sodal safety net. 

Policies and Institiitinn-huilding for Macroeconomic Management. Bosnia must 
maintain its tight fiscal policy through cash-balanced budgets, in spite of the expenditure 
pressures arising from reconslniction, employment generation, and sodal polides. The cuirmcy 
board approach to monetary policy, mandated by the Dayton Agreement, will provide essential 
credibility to the cash-balanced fiscal polic> . and help build confidence in the new domestic 
currency more rapidly. Creating the Central Bank and adopting viable budgets at all levels of the 
govenunait are instituticHial prerequisites for macroeconomic management Other key 
requiranoits for effective macroeoon(»nic management include a dear assignment of 
expenditure responsibilities and taxes across diflFerent levels of the government; unification of 
customs tariffs and trade systems of the two Entities, and institution of a viable mechanism for 
external borrowing and debt service. 

Privalizatinn of Enterprises and Banks. The task of reconstruction and economic 
recovery in Bosnia and Herzegovina is too vast for the public sector to undertake alone. A key 
requirement for econcmiic revival, dierefore, is the transitim to a private-sector dominated maricet 
economy. Simultaneous effort is needed in three criticd and linked areas: (a) privatization of 
socially- and state-owned assets; (b) development of a supportive business environment for 
existing and new private firms, and (c) development of a disciplined and competitive fiiiancial 
sector. The Entity-4evd governments will play the primary role in dwse areas, aMiou^ some 
cooidination mechanisms for inter-Entity issues are deariy necessary. 

Reforms of the Labor-market and Social Safety Net. Unemployment tiiroughout the 
countiy is extremely high and will, in the short term, remain so in face of a growing number of 
demobilized soldiers and returning refiagees. Public policy should focus on encouraging 
employment by reducing high taxes on labor, stimulating the development of small businesses, 
and replacing obsolete laborHmaiket r^ulations which now discourage employers fiom hiring. 
In the short term, available resources are not sufficient to provide unemployment benefits and 
other social benefits according to the prewar benefit formula. Direct assistance to the 
unemployed, to the old and disabled, and to the poor will have to be taigeted and coordinated 
across programs, so diat the veiy limited resources are used to ensure minimum coverage to 
alleviate poverty among these groups In order to do tflis, di^trility for b«iefits must be 
restricted, the revenue base should be broadened, and any revenue growth in the shoit term 
should be used to increase minimum levels of protection. 
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Executive Summary 

Peace and reconstruction in 1996 dramatically altered the landsc^ of Bosnia and 
Herzegovina and brought many tangible benefits to its people. The improvement is particularly 
visible in the Federation part of Bosnia and Herzegovina. No longer are people subject to the 
omstant hungo', cold, and daikness that threatened tfiem for so long. Restoration of power and 
waiter siq)ply systems and repair of transport and communication have restarted trade and 
production. Schools and health clinics have reopened, providing job and income opportunities 
for thousands of people and essential social services to the young and the elderly. In the 
Federation, employnient increased by won than 10 penentvge ptnnts, and wqge tevds douUed, 
fi-om an average of about DM 94 in 1995 to over DM 180 in 1996. All Has occurred wilfain Ae 
short span of 12 months. 

Sustaining and broadening tiiese praitive developments of the past year will be die key 

task for the country and the intematioiial community in 1997 TTie reconstruction program needs 
to be accelerated and expanded to all regions of Bosnia and Herzegovina. Institutional and 
policy foundations must be firmly laid to prepare Bosnia and Herzegovina for sustainable 
lecoveiy and growth, so Aat it will be able to rely increasingly on its own resourees and 
institutions to design and implement the policies required for long-term development. In 1997, 
greater emphasis must be placed on establishing a viable institutional structure for eflTective and 
countrywide governance, as outlined in the Dayton Agreement, and on imdertaking the key 
stnictuial refoims fbrtransfonning the old socialist econmnic structure into anew, maikot4»sed 
economy. 

The countrywide elections in September 1996 and the establishment of the new Bosnian 
government in January 1997 provide a rmewed on>ortunity for tackling tiiese challenges on a 

coordinated, countrywide basis Success in all of these endeavors will be key in sustaining and 
broadening reconstruction and growth in the medium term. The international community, by 
providing continued support for the reconstruction program and for institution-building and 
economic reform, can gmHy fodlitate the transition to sustainable growth. 

This economic report focuses on the policies essential to providing a firm foundation for 
reoonstniction and sustained ec(»(Mnic growth in B<»nia and Herzegovina: building an 
institutional and policy fiamewoik for efifective macroeconomic noanagemoit, privatizing banks 

and enterprises, fostering private-sector development, and reforming the labor-market, the 
pension system, and social safety net. The report concludes with a discussion of Bosnia and 
Herzegovina's medium-term growth prospects and financing requirements. 

Building « FnmeworlK for Macroeconomic Mansfenent 

Maooeoonomicmanagnnent requires an institutiond stractnre wiflunixAicfalDfoniinliiBand 
inqdement appropriate policies. It also requires the adoption of consistent policies throughout tiie 

country. Key tasks include creating common institutions, as called for by the Dayton Agreement; 
strengthening institutions within die Entities, particularly those in the Federaticm; and ensuring 
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consistent and harmonized policies between the Entities and within the Federation, lbs tasks aie 
outlined bdow. 

Estabtishing a fiwmwork for momUay memagement 

Creating a new, independent Central Batik. A stable and oonveitible cunency is the fixst 

requirement for promoting macroeconomic stability, trade, and investment. A new, independent 
Central Bank must be established as the sole agenc\ for monetary policy and currency issuance in 
Bosnia and Herzegovina. The Dayton Agreement calls for the Central Bank to operate as a currency 
board for its first six years, after wMditte State Pailiamentinay decide to e?q»nd1^ 
andaudioiity. As a cunmry board, the Central Bank vdll issue cunmcy that is fliUy backed b^ 
ciirrcncN' reserv es and is pegged to a fixed exchange rate relative to a major forego currency sucil as 
the deutsche mark (DM). Creating this new Central Bank is a high-phohty task. 

I fnifyifm the payments system. FoUowing 4e introduction of a new countrywide currency and 
aji independent Central Bank, the next step is to move toward further unification and reform of the 
payments system, both between the Entities and within the Federation. A unified payments system 
will gready iadlitale economic intention widiin and between tiie Entities, clearing criTaooount^ tax 
payment and transfers to the proper govenmient; budget implementatfa», and private-sectar 
oommeiGial and financial transactions. 

EiOabUshmg the framevfcrk for sustainable fiscal management 

Ensuring the financing of State administration. Tlic Da\1on Agreement calls for a small, 
efficient State government tfiat is responsible for foreign afi^rs, monetary policy, customs policy, debt 
managemrait, and dtizcnship. Unkn mandated odieiwisel^fiiBl^HtePailianie^ 
have the capacity to tax or collect customs duties on its own and is dqwndent on the Entities for its 
funding. Under the Dayton Agreement, the Federation is to finance two thirds of the State's budget 
and Rqmblika Srpska one third. How the Entities will raise the money and what mechanisms they 
win use for transfenmgtfiB finds to the State are still to be delramined. Eventually, tlie State should 
have some independent sources of revenue fi-om taxes or customs duties. Meanvidiil^ the 1997 State 
budget could be based on revenue transfers fi-om ilie Entities as a transitional aiTa i igqn e u t Agreement 
on the 1997 State budget is a high-priority task. 

Assigning revenue and expeneOture responsibilities within the Entities. Under the fiamework 
of tfie Dayton Agreement, intergovernmental arrangements will be different in Republika Srpska and 
the Federation. The Federation's fiscal system will be decentralized, with significant taxiiig and 
spending authority devolved to llie cantons (and possibly the numicipalities). A more centralizBd 
a pproadi is expected in Rqiublika Srpska. Assignment of spending fimcfions to Ifae different levels of 
government (Entity, canton, or municipality) needs to be based on a balance between the benefits of 
local decision making and the higher costs of service provision by a large number of small 
governments. 

The Entities must also decide how to assign tax revenues IdealK . each level within the Entity 
should be provided with the revenues needed to finance the services for which it is responsible. 
R^egardless of the revonie and expenditure assignments, however, imbalances between revenue and 
qqpcnditme needs are bound to emerge in some cantons or municipalities and will lead to regional 

diflferences in spending levels The Entity governments will need to consider whether and how to limit 
these service di£ferentials. Greater re^nsibility for spending by the Entities themselves and some 
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type of inteigovenunental grant are options for reducing the imbalances, although both may be 
difficult to introduce given the limited political tolenmce for ooss-subsidies between national groiqps. 

Reducing the size of the public sector. Public spending accounted for about 63 percent of 
gross domestic product (GDP) in 1996, even as significant arrears were accruing and laige portions of 
puUic e x paid i tuie woe being financed by donois. Reducing public expenditures, and Ibeaky taxes, 
as a share of GDP would a large boost to economic growdi. Reducing overall public apeadiag to 
sustainable levels as a percentage of GDP will require major cuts and rationalization in many areas of 
public spending, paiticulaily in defense, subsidies, and entitlement programs. Avoiding a buildup of 
laiSeadmiiiisbalivBstiiiGtureswiU also be important in These improv a n ents 

in e)q[ienAtuie mmagement mU leqiiiie amoie syst^^ 

Addressing outstanding claims on government. Outstanding claims of citizens on government 
are estimated at more tfum DM 10 billion in fbe Federation alone, more tiian seven tunes 1996 tax 
revenues. These claims arise from frozen fiMdgn*«xchange deposits, unpaid pensions and wages, and 
certificates issued to former soldiers for wages not paid during the war. While there is significant 
pressure to settle these claims by forgiving tax obligations' or compensating claimants directly, doing 
so woold devastate government budgets, monetary policy, and ultimately maciDecoaomic slabilily. 
Claims should be setUed using current government assets, not fiiture government revenues. One way 
to do that is to exchange claims with privatizaticm voucheis, ila&Kby limiting the value of claims on tiie 
government to assets to be privatized. 

Reforming and harmonizing tax policies. Carefully chosen tax reforms would create an 
environment conducive to growth and private-sector expansion. Payroll tax rates (both wage taxes and 
contributions) and customs and other foreign-trade tax rates are excessive by international standards. 
The revenue losses fiiom lowering Aese rates can be offiet by bioadeoing bases for wage and income 
taxes, increasing excise tax rates on both domestically and fiMagn-fnoduced commodities, and beder 
enforcement to minimize evasion. Harmonization of tax rates, tax bases, and other elements of tax 
pohcy between the Entities is particulariy important for promoting economic growth and integration. 

Coordinating tax coUecAon. Tax collection is currently enfiifced by tax offices in eadi 
municipality. The effectiveness of such a fragmented structure is questionable. For example, 
maintaining unifonn tax bases and rates is much more difficult with decentralized administration. A 
cmtiatized system is reoommoided for collecting nugor taxes, induding customs, excise, coiporate, 
personal income, and sales or value-added taxes (VAT). But since cenlialization is not immediately 
feasible, the two Entities should, for now, coordinate and haimcnize tax collection efforts to avoid tax 
evasion and competition as much as possible. 

Clari^m^ responsibilities for foreifft borrowing and ensurir^ debt service 

, The division of responsibilities between the State and the Entities needs to be clarified by 
a law on external debt All of llie fiscal capacity of Bosnia and Heiz^ovina rests with Ae 
Entities, which have the authority to tax and collect customs duties. Yet many creditors, 
particularly those holding old claims, might be obliged to conduct their financial relations 
through State-level institutions. Borrowing arrangements, therefore, need to take into account 
botfi die fiscal anangemoits in Ifae country and die preferences of external oeditom. 
Furdiemiore, to ensiire normal financial relationships between Bosnia and Herzegovina and 
fomgn oeditop, dear budgetaiy medianisms for debt service need to be set up for new 
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borrowings and for the restructured old debts. Clanfyiog borrowing and debt-service 
arrangements is a high-priority task. 

Umfyir^ foreign-trade policy and tariff ^ructures 

lAider the D^lon ^l een i a i t, the State is leqxmsible for setting trade and tariff policies. Yet, 
the Entities still maintain separate trade and tariff policies. The State should immediately assume 
responsibility for trade policy and initiate a series of reforms. Major goals include establishing a 
common external taii£f structure with low unifomd rates, enacting a new foreign-trade law that lifts 
most icaMiicli(ns on trade flbws, aikl nc^o^^ 

trade liberalizatioo ^greemmts with odier trading paitneis. State adoption of a law on foieign trade 
and customs is ahigh-pric»ity task. 

Harmontting custom administration. Because customs administration is die leqxjnsibility of 
the Entities under the Dayton Agreement, harmonizing the administrative procedures and enforcement 
capacity of the two Entities is needed to avoid tax evasion and arbitrage. Within the Federation, 
further integration of customs administration and suengthening of the Federation Customs 
Admuristrabon ranain cracial. 

Moving Toward a Market Economy 

A key element of econcmiic lefomi in Bosnia and Herzegovina is continuing the 
transiti<m to a maiket economy with a vibrant private sector. Experience in Central Europe has 
shown that progress requires simultaneous effort in three critical areas developing a supportive 
business environment, privatizing socially- and State-owned assets, and developing a disciplined 
and competitive finandal sector. 

Improvir^ the business environment for private enterprise 

Bosnia and Heiz^ovina shares with the odier former Yugoslav republics the tnstituticnial 
legacy of heavy government control of ea>nomic activity, embedded in die legal and regulatory 

framework Administrative control over the economy and property expanded even fiirther during 
the war, and nationalization, expropriation, and centralization occurred throughout Bosnia and 
Herzegovina. Still, limited private-sector activities have alwi^s been permitted, and many of the 
l^al and institutional ingredients for private enterprise are in place, including a workable 
commercial code. 

The ^titles have already begun to revise diis fhmeworic, introdudng new property, 

competition, mortgage, and labor laws. This work needs to be completed and enforcement of the 
new legal framework should be underpinned by a strong and independent legal infrastructure. In 
addition, the governments in the Entities need to establish regular dialogue with private business 
people. TUs will send die signal diat government considers the interests and needs of the private 
sector to be a policy priority. An open dialogue will help to establish a level playing field by 
alleviating conoenis that powerfiil political interests can obtain special treatment or financing. 
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Privatizing socially- and State-owned enterprises 

Piivatizatiott requires preparing and enacting laws regulating and mandating 
privatization, induding the methods to be used and the means of payment R also requires 
setting up an agency with iiill reqKmsibility for effecting privatization. 

Privatization in ^ Federation. Preparations for privatization have been movii^ ahead 

in the Federation under the guidance of the government-appointed privatization team. Most of 
the basic concepts have been agreed on and embodied in law: the Privatization Agency Law, the 
Law on the Privatization of Enterprises, the Law on Restitution, the Law on the Sale of 
Ap art me n t s ^th Tenant's Right of Tenure, tiie Law on Privatization of Banks, and the Law on 
the Opening Balance Sheet of Banks and Kiteiprises. The Pn\ atization Agency Law has been 
adopted and the director and deputy director of the Federation Pri\atization Agency were 
appointed by the new Federation government in January 1997. The other five laws are at the top 
of die agenda of the new Federation Pariiamoit. 

Once the Federation Privatization Agency is up and running, cantonal privatization 
agencies will be established to handle privatization transactions within individual cantons. The 
Federation Agency will provide oversight and guidance and will have additional implemartation 
responsibility for privatization transactions that involve more than erne canton. Citizens will 
receive compensation certificates that can be used to bid on assets that are being privatized. 
These certificates will be related to four kinds of claims on the State: claims related to fi-ozen 
fincign-exdiange deposits, validated restitution claims that cannot be settled by restitution of the 
actual property, claims related to unpaid salaries during the war, and a gmenl claim available to 
all citizens and similar to the universal vouchers used in other transition economies. The actual 
amounts of these claims will not be set until the legislation is passed. 

Privatization in Repuhlika Srpska. Republika Sipska passed its Law on the Privatization 
of Enterprises in June 1996. The basic approach envisaged is to distribute or sell shares to seven 
social funds (55 percent), to citizens through general vouchers (30 percent) and, where possible, 
to strategic investors (15 percent). Strat^c investment woidd be achieved through public 
auction or a n^otialcd tender process tiiat includes conditions on business activities, 
investmoits, employment, and other details. 

The Republika Srpska sdieme needs to be revisited The IS peroent stake will not give a 
strategic investor a strong enough motive to do what is best for tiie company, given all the other 

fi'ee-riding owners. These other owners are either too passive (the social funds) or too small to 
undertake serious corporate governance. Conditional tenders are another problem. Other 
countries tiiat have tried tiion have found them to be unnecessarily restrictive, unenforoeable, and 
nontransparent. Provisions for the privatization of the social funds should be quickly and clearly 
outlined. Once privatized, the fiinds should be allowed to concentrate their ownership in specific 
enterprises, so they will have both the incentive and the capacity to control management. At a 
minimum, funds should be given dear rights to inforaaation and to vote <m key company 
decisions. It is also critical tiiat the fkamework for privatization support foreign investment, 
which can bring in financial lesoorees, access to madEets and cunmt technology, and mam^gerial 
know-how. 
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ResoMng potiiy issues in privatization 

While preparations for privatizatioa are under wqr, there are still several policy issues to 
be resolved. Ihrivatization needs to be accomplished quickly, so speed is of the essace. Most 
critical are: 

• CoonHnatimt between ErUities. Outstanding cross-boider daims of enleiprises, or llie 
pmpetty daims of dtizenf \iiio have moved across die inter-Entity boundary line, need to be 

dealt with in a coordinated fashion. The Federation and Republika Srpska must establish a 
workable framework for discussing these issues and coordinating the operation and 
privatization of infrastructure. However, resolving these outstanding claims should not 
become a banier to rapid privatization of productive assets. 

• Restructuring and privatization of large industrial conglomerates will be a key challenge. 
There are approximately a dozen large conglomerates in Bosnia and Hena^ovina. Most of 
Ifaem woe heavily damaged during the conflict, and some have been broken into coostitnent 

enterprises Prewar productivity of these firms was some 40-60 percent of productivity 
relative to Western European competitors. These firms relied on cheap labor and large-scale 
subsidies to compensate for their inefficiency. It is generally neither feasible nor desirable to 
reconstitute them to Aeir original structures. However, in some cases, it might be feasible to 
initiate some up-front organizational restructuring of some constituent enterprises when that 
would facilitate restarting production and exports and e\entual privatization. In most cases, 
though, privatization of constituent enterprises need not be delayed, since future relationships 
betwen most of the constituent parts of the conglomerates would be based on commercial 
and contractual terms rather than on common ownership. Government should avoid the 
temptation to spend scarce financial resources on the laige conglomerates unless private 
capital shows a willingness to invest. 

Developing a \4able financial sector 

In both Entities, the banking system is burdened by the legal, regulatoiy, and ownership 
structures of the former Yugoslavia, die financial consequences of hyperinflation and inqnudent 

lending, and damages fix)m the war period. Most of the country's 17 socially-owned banks are in 
weak financial condition, with many nonperforming and unrecoverable assets, and foreign- 
currency denominated liabilities that cannot be serviced or repaid. The 35 private banks are 
small, inejqierienced, and inci^le of meeting die deposit and lending needs for econranic 
VBCoveiy. 

Additional institutional factors also prevent the banking sector from meeting the 
intennediation needs of die econnny. Banks remain dosdy hdd in bodi Entities, and incentives 
still encourage lending to their enterprise shareholders. Depositors have no confidence in banks' 
safety and soundness. Accounring standards do not accurately reflect balance-sheet values and 
income and loss streams because the loan classification standards, provisioning requirements, 
and other regulatory guidelines needed for market-based banking are absent. Laws and court 
procedures to protect property rights and provide incentives to banks to lend on a secured basis 
are not consistent with market requirements. Prudential regulations and supervisory institutions 
do not yet provide the needed underpinnings for proper licensing, inspection, and bank 
VBsdution. ■ On die demand side, lax banking practices Ailed to ensure ddit servicing and 
suitaimd>le.boiiowing practices on die part of en tci p rise s. 
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To effectively support a market economy . the banking sector of Bosnia and Herzegovina 
needs to be refoimed by restructuring and privatizing socially-owned banks, supporting new 
private banks, and strengdieniiig the legal fiamewotk, pnidential legulatioiis, and institiitioiial 
cqncity for safe and sound banking. 

Restructuring and privatizing socially-owned banks. Restructuring will involve severing 
enterprise ownership ties with insolvent banks and cleaning np troubled bank balance sheets, 
including the transfer of nonpeifonning assets, fh)zen foreign-currency deposits, and other 
foreign-currency liabilities to a separate government agency Privatization strategies could 
include attracting strategic investments from domestic and foreign sources, merging restructured 
banks with other banks, and liquidating nonviable institutions. IntematiMial investment banks 
could be lecniited to assist m this effort. 

Supporting new private banks. Some 35 private banks have opened in Bosnia and 
Herz^ovina in recent years. Most are small, widi less dian DM 2.5 millim in net capital, and 
have limited experience. Many of these banks have generated strong fee income from transfers 
and remittances, trade finance, and other off-balance-sheet activities. Although these activities 
are not sufficient to develop the country's economy, many banks now possess the building 
blocks for future development and growA. Further, diey are unburdened by die l^acy of loan 
problems to yMch the socially-owned banks in bodi Entities are heir. 

Given the large number of these small banks, some consolidation will be inevitable and 
should be enconraged through appropriate banking regulations. Donor-financed tedmical 
assistance could also be used to strengthen the policies, procedures, management, and systems of 
viable private and socially-owned banks. Provided adequate supervision and controls would be 
in place, line of credit resources could also be used. 

Improving the legal, regulatory, and in.stitutional environment Improvements in the 
legal, regulatory , and institutional environment are essential to developing a market-based 
banking system and a competitive economy. These improvements include legislation 
establishing the State Central Bank and Entity banking supervision ageades and laying out 
commerdal banking guidelines in both Entities. New legislation is also required to address 
weaknesses in both Entities" collateral, mortgage, bankruptcy, insurance, and capital market 
laws. A safe and sound banking system will require new rules on connected lending, related- 
party lending, loan classification, loan concentration, and exposure limits on a consolidated 
basis; limits on enterprise ownership of banks are especially important. A new accounting 
framework will need to be introduced in concert with new regulations to generate the more 
meaningful financial information necessary for bank supervision and financial disclosure for 
sharAolders, depositors, and borrowers. 

Creating a Viable Approach to Social Assistance 

Ibe two key elements of a sustainable social assistance program are a well-fonctioning 
labor maricet and a sound and afifoidable social safety net 

Promoting employment by reforming the labor market 

The growth of employment and earnings is an absolute priority for a sustainable peace in 
Bosnia and Herzegovina. In recent months, &itity governments have done much to encourage 
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onployment, by increasing public-service employment and developing small business 
oppoitimities. But much more cao be done to improve labor maikets. BmfAoymtat growtfi is 

still impeded b\ restrictive labor laws that artificially drive up the cost of labor and by a woik 
force whose skills are incompatible with those in demand in the labor maiket Several lefimns 
are required to support the development of a buoyant labor market: 

• Payroll and w age taxes have to be reduced, to bring them in line with international standards. 
Overall payroll taxes have to be lowered, while contributions to pension, health, and 
unemployment insurance are protected. Tlie payroll tax base needs to be broadened to bring 
all employers and employees, private and public, into tiie payroll tax net 

• Labor contracts need to be made simpler and employment practices less restrictive. 
Restrictions on labor contracts limit the flexibility of employment relationships and drive 
private employers to avoid legal contracts. Amcmg the restrictions that need to be loosaied 
are inflexible or expensive procedures for hiring and firing workers, overly generous 
provision for vacations and other types of leave, high and arbitrarily fixed minimum wages, 
labor-management relations based on a socialist-style collective bargaining contract, and 
insuffident training in the skills required in a maricet-oriented econcmiy (nuuteting, financial 
planning, accounting, for example). 

Providing a sustainable social safety net 

Although the social needs in Bosnia and Herzegovina are tianaidously high, current 
govemment commitments for pensions and health care vastly exceed the resources available. 
Each Entity must develop a strategy to target benefits to the most needy, providing a minimum 
level of moome that can be financed out of the budget without excessively high or distortionaiy 
taxation. 

Overhaul of pension finance. The pension system was financially unsustainable even 
before the war because of die rising ratio of praisioners to woricras and unaffordably hi^ 

benefits Its collapse accelerated with the sudden decline in the number of contributors and 
earnings after 1991. The pension arrangements that survive today will not be able to provide an 
adequate minimum benefit for several years to come. At the same time, the payroll tax rates 
earmaiked for poisinis cannot be nused and should even be reduced if possible, hi Ifae short 
term, the tax base should be broadened, and any revenue growth should be used to increase 
minimum pensions and alleviate poverty among the old and disabled Pension eligibility through 
early retirement or disability should be restricted so as to increase resources available for 
taigeting die needy. Serious consideration should be given to a Federation-^de pension sdieme 
and haimaiiizaCion across the two Entities. This would reduce risks by expanding die pool of 
insured persons, reduce administrative costs, and allow for greater labor mobility. 

Health care financing and insurance. Eadi Entity needs to reduce the neaPtotal reliance 
on donor aid and to fiind an affordable health insurance system that provides a basic package of 

essential care services. Both Entifies need to find immediate sources of financing, to determine 
fiiture financing arrangements, and to normalize health care. To keep tax rates low enough to 
fiKalitatte employment growdi, boiefits need to be strictly tangeted. The Federation fines the 
specific problem of ensuring that vast inequities do not develop between cantons, since basic 
health care is a canton-based responsibility under the Dayton fiameworic. 
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Poverty programs. The needs of the poor are enormous throughout Bosnia and 
Herzegovina. Yet, there is little capacity for budgetary financing of a program of casii transfers 
at this time. Emergency relief, especially donations of fi)od, whidi has sustained most of Ae 
population in recent years, will soon end. Consequently, a general review of social welfare 
piDgrams should be undertaken to determine how best to use budgetary and donor fiinds and 
whether social programs are affordable and narrowly targeted for the poor. A poverty assessment 
should be undertaken quickly to help evaluate the efiBcacy of current welfiue expenditures and to 
develop a plan for die iiiture. 

RdbuOdiDg Essential Physical Infrastructure 

Tiansportation, power, and conununications iniiastructure was devastated by the war and 
substantial resources are needed to rehabilitate it. Financial, legal, and other institutional reforms 
are also needed. The prices of public services must reflect their costs, and actual and implicit 
subsidies (in Ae foim of nonpayment of taxes) to infiastnicture sectors must be reduced. 
Support can be offered to Hba poorest users tiuough lifeline pridng. . To maximize the usefiilness 
and operating efficiency of power, communications, and transport networks that cross Entity 
lines, inter-Entity coordination must be increased. Accounting and management standards 
require a m^or overhaul, hi the longer temi, ownership reform is needed to attract inflows of 
private investmoit to fuel develoinnent of Ae sector. 

Normalizing External Flows Over the Medium Term 

The reconstruction p ro gram that is beuig financed by the mtemational conmiunity has given a 
tremendous boost to the economy, which increased by 50 percent in 1996. Initiation of the 
reconstmction program m Republika Sipska is expected to contribute to r^id economic recovery in 
1997. However, Ais outcome will dqiend critical^ <m a deepening of economic refomi, strengthening 
of instituticnal opwity, continuation of finandal and technical assistance fiom donors and, of course, 
perseverance in the peace process. Only then will the economic recovery be strong enough for Bosnia 
and Herzegovina to regain two thirds of its prewar GDP by 2000. Another three to four years will be 
needed to regain the prewar level of GDP. 

Considerable external financing is needed to normalize Bosnia and Herzegovina's relations 
with international creditors, in addition to what is needed to cover reconstruction financing 
requirements. A stiategy to resolve die dd)t proUem should invdve iimnediate idief in dcbt-aervioe 
obligations (flow idief), and a pennaaent reduction in total indditedness (ddit-stodc relief). Flow 

relief fi'om external donors is particularly important to ensure a positive net transfer into the country 
during the recovery and to reduce debt service to a reasonable level. But for the country to return to 
creditworthy status and improve its chances of attracting enough private capital to replace official aid, 
tq>-fiDnt ddit slock leduction is essential. 

The Vision 

Bosnia and Herz^ovina is at a critical juncture on its road to enduring peace and 
sustainable reconstruction and growth. In this undertaking, people of Bosnia and Herzegovina 
will have to shoulder increasing responsibility in developing appropriate institutions and policies 
and, above all, ensuring ooopeiation betweoi and witiiin the &itities. But the intermdonal 
community can help to malEe this possible by providing continued strong support for the 
reconstruction program, by assisting with institution building and fimdamentai economic reform. 
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and by providing significant and timely debt relief. With strong domestic lefonns and consistent 
and liiiMly intBnHtioiial support, Hu vision of a peaoefiil and prosperous fiituie for Ae people of 
Bosnia and HeRBQgovina is witfiin leadi. 
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Part One 



Buflding a Framework for Macroeconoiiiic Management 



Although the process of establishing policies and institutions for effective 
macroeconomic mcmagement in Bosnia and Herzegovina was initiated in 1996, efforts focused 
on reconstructing essential physical infrastructure. Sustainable long-term economic growth, 

however, requires establishing a stable macroeconomic environment that is underpinned by 
effective institutions. To that end, it will be crucial for Bosnia and Herzegovina authorities to 
establish an integrated institutional and policy framework far managing monetary policy, 
collecting taxes and controlling expenditures, managing debt, cmd regulating trade and tariJS^. 
In 1997 macroeconomic management efforts should focus on developing the basic institutional 
infrastructure for economic management and completing major liberalization programs. 

In the area of monetary management, the currency-board approach to monetary policy 
mandated by the Dayton Agreement will provide essential credibility to fiscal policy and help 
build confidence in the new domestic currency. Although the Dayton Agreement does not cover 
bank supervision, an effective bank supervision system must be esttAlistmd early on to ptmide a 
sound basis for momtary management and b€addng-se<aor development. SSmilarfy, integ^ng 
the payments system into the banking system should be an integral part of the effort. 

In tiw area of fiscal management, urgent policy measures are required to provide a solid 
foundation for Dfte emerging institutional and macroeconomic structures. These include 
agreements on financing for the State; coordinated revenue and expenditure reforms in both 
Entities, including efforts to simplify taxes, lower labor and trade taxes, and broaden the tax 
base; better prioritization and control over government expenebtuns, particularly in Out (oras of 
defense, social obligations, and tuiministration; aid restricting the settlement of domestic claims 
to government assets to be privatized. Entities are expected to devolve considerable fiscal 
responsibilities to local governments — to cantonal and municipal governments in the Federation, 
and municipal governments in Repidjlika Srpska. The service delivery functicfa that are assigfted 
to each level of government should balance ^ desire fixr load tkdsian mating yriA reooff^tion of 
the higher costs that can result from service delivery by small governments. Similarly, the assignment 
of tax revenues to different levels of government can generate inequity because of differing abilities to 
finance local public services. Greater responsibility for service delivery at the Entity level or some 
type of intagovenmental grants fonmda could help reduce the imbdUmce, aMum^ Aese mcy be 
(Mfficult to introduce gjlven the low political tolerance for cross-siAsitBes between national gfwps. 

In the area of external debt management, clearly defined rules are especially important 
for contracting new borrowing and for restructuring external debt, most of wMch is legally the 
responsibility of tlx State government. 
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In the area of trade and tariff regulation, two liberalization steps are essential. First, a 
common exttrmd tariff structure ivi^ nearly uniform rates— averaging about 8 percent, wi0una 
exen^oHs— should be established. Seccmd, a new foreifft-trade law must be enacted that 

drastically limits restrictions on trade in both Entities Both steps should he taken now, before 
recovery, instead of waiting to liberalize gradually as iruiustrial output increases. 
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Chapter I 



Recmt Devdopmenls and Challenges for Macroeconomic Management 

The War Brought Near-Total Economic Collapse: 1992-95 

Bosnia and Herzegovina's declaration of independence at the end of 1991 was followed 
almost immediately by three and a half years of civil war. The war shattered the economy and 
devastated human and physical resources. About 200,000 people are dead or missing. Mont 
Ham 1 million people left the country and are scattered throughout the world. The country now 
has a net population of about 3 .4 million people — 23 percent smaller than in 1991. And about 
1.S million people are living in camps and other nonpeimanent shelters. 

By 1995, GDP had shrunk to less than a third of its prewar level, to about US$2.1 billion, 
and per capita GDP had fallen to US$500 (Table 1.1). Economic activities were almost at a 
standstill; industrial production had dropped more than 90 percent. Employment losses were 
huge, and few of die 1 .3 million woikers onployed before die war were still employed when the 
war ended; at the end of 1996 unemployment remained at about 45 percent. For those who did 
have jobs, wages and salaries were extremely low (5-20 deutsche marks a month), and often were 
delayed or not paid at all. Most of the population relied on humanitarian assistance to survive. 
Not since World War 0 has a country m Cnlial and Eastern Eun^ oqierienoed such a massive 
economic cdUapse.' 

The war's destruction of physical capital caused much of this decline. Housing units, 
transport and telecommunication lines and fadlities, and power generation and distribotioii 
networks are in need of urgent repair and reconstruction. Government authorities estimate overall 
damages ft^om the war at US$50-70 billion, and estimates of destroyed productive edacity range from 
US$15-US$20 billion, indirect damage due to lack of maintenance accounts for many more 
billions of dollars in lost productive capacity. 

The war contributed to economic decline in other ways as well It halted the economic 
reforms that were initiated in the former Yugoslavia before the conflict began. In addition^ it 
(fivided many companies diat previously had branches throughout the oounliy. It also disnqMed 



By contrast, tiie most severely afflicted transition economies have ejAibited cumnladve G8DP 

declines on the order of 30 percent (Bulgaria, Romania, Slovakia), 40 perocat (Albania, 
FYR Macedonia), and SO percent (the former Sovi^ Union). 

Bosnia and Herzegovina had a GDP of US$8-9 billion before the war Assuming a capital- 
output ratio of 4 to 5, the total prewar capital stock was US$30-40 billion. Since nearly half of 
die capital stock is estimated to have beoi destroyed, die damage is inresumed in die range of 
US$15>20 billion The government's estimates of war damages include not only physical 
destruction, but also the c£y>italized value of uiq)aid wage and pension arrears (such as frozen 
foreign-exduuige dqiosits lost to dtizens and entcqtrises during the war). 
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or eliminated previous trade and supply channels, depriving firms of markets and access to inputs 
(Box 1.1). 



By 1994. export pro- 
duction had halted, and imports 
nveie oonfined to humanitarian in- 
kind assistance or goods financed 
by foreign aid, remittances, and 
local spending by foreigners. 
During the war, Bosnia and 
Hraz^ovina accumulaled sub- 
stantial arrears to international 
creditors; by the end of 1995, 
those were estimated to have 
readied about US$2 billion, or 
about 60 percent of total external 
debt 

During Ae war, separate 

economic management systems 
developed. Republika Srpska 
adopted the Federal Republic of 
Yugodavia (FRY) dinar as well as 
its tax, trade, and banking 
legislation and procedures In 
different regions in the Federation, 
fiscal and finandal polides and 
management were implemented 
by separate authorities In the 
Bosniac-majohty areas, the legis- 
lation and procedures of the llien 
Rqniblic of Bosnia-Herzegovina 
continued to be applied the 
republic's institutions were used 
for enforoement. The new 
Bosnian dinar (BHD) was 
introduced as legal tender by the 
National Bank of Bosnia and 
Hetz^ovina (NBBH) in mid- 
1994. In the Croat-majority areas, 
new legis-Iation and procedures 
based on Republic of Croatia legislation were adopted in certain cases, while in other cases 
legislation and procedures of the ftun Republic of Bosnia-tierzegovina continued to be used. 
Tht Croatian kuna was declared legal tender. But, even in cases where the two areas used the 
same legislation and procedures, implemeatatiQn was the reqwusibility of sqianlB Croat and 
Bosniac authorities. 
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Box 1.1 Bosnia and Herzegovina's Prewar Economy 

Bosnia and Herzegovina was one of the low cr income republics of the former Socialist Federal 
Republic of Yugoslavia (SFRY). Its GDP in 1990 was estimated at US$10.6 billion, or around US$1,980 
per capita-considerably below the US$6,S00 of Slovenia, economically flie most devdoped repiAlic of 
the former SFRY, but more than FYR Macedonia s US$1, 400. economically the least developed rq)ublic 
of the former SFRY. It had a highly educated labor force, and more than half of its e^qwrt products were 
sold to Western markets for hard currencies. 

The economy was fairly diversified, with a large industrial base and a capable entrepreneurial 
class that produced complex goods such as aircraft and machine tools. About half of the ou^ut and 
enqtloyment was genoated by large-scale indusHy, concentrated primarily in die energy and raw material 
producing sectors (especially electricity generation, wood production, coal and bau.xite mining, and coke 
production), as well as textiles, leather, footwear, and machinery and electrical equipment. In the service 
sectmr, B<mda and Heiz^ovina developed a strong capacity in dvil engineoing. Almost 500 
engineering and construction companies operated out of Bosnia and Herzegovina before the war, 
generating roughly 7 percent of GDP. Agricultural production and food processing contributed less than 
10pacaitof(H>P. 

Unlike other centrally plaimed economies, the economic system of the former Yugoslavia was 
based on market socialism and self-management. Enterprises were socially owned, endowed wifli assets 
owned by society at large (there was no state-owned property) and formally ran by workers' councils In 
principle, key enterprise decisions were made by workers. In practice, however, decision-making was in 
the hands of management, which was formally selected by workers' councils and tacitly confirmed by the 
political system. The system was decentralized, allowing some oompedtkm in die product nuuket, but 
generally restricting competition and mobility in the labor and financial markets. Commercial banks 
were the only source of institutional capital, and bank credit was the only form of financing for 
emoprises. In a system peculiar to dte fonner Yugoslavia, banks were owned 1^ entopiises and 
controlled by large enteqirises, bodi as ownen and debtors, wbo used banks to oMain financing on 
favorable terms. 



Price stability in the Croat-majority areas of the Fedendtm was adiieved willi tiie 
successfiJ implementation ofastaNliwitiflnprpgrani that b^an at tf^ In August 1994, 

the authorities in the Bosniac-majority areas also adopted a successftil stabilization program, ending 
hyperinflation.^ Stabilization was facilitated b\ the cessation of hostilities between the communities in 
the Federation and rested on tight fiscal policies requinng balanced cash budgets and limiting 
shoit'lnm access to central-buik 6naiiciiig. Domestic credit, inchiding credit to die government 
audioiities, declined oonsideraUy. 



In August 1994 the NBBH introduced currency reform, redenominating the Bosnian dinar and 
restricting the status of le^ tender to the new Bosnian dinar and, for some transactions, the 

deutsche maik. The new dinar was viewed as a transitional currency until peace and economic 
stability were restored. The dinar is pegged to the deutsche mark at a fixed exchange rate of 100 
to 1. To support this fixed exchange rate policy, the central government adopted a policy of 
balancing the budget on a cash basis, requiring no financing fiom the NBBH. Since die secood 
half of 1994. the NBBH has limited the expansion of base money to whatever purchases of 
foreign exchange it could effect in the market, a strategy that successfully stabilized the 
conency. 



Copyrighted matsrial 



Witii stabilization, the retail price index in the Federation fell by 12 percent in 1995. Despite 
a laige increase in the price index of domestic sovices, the prices of traded goods Aaiply deciined. 
Pioduction indicators in most economic subsectors increased by 200-600 percent in 1995 relative to 
1994. Witii the resumption of economic acti\'ity and inflows of foreign aid, the National Bank of 
Bosnia and Herzegovina's net foreign asset position improved somewhat Backed laqudy by these 
leseiyes, money in dicutation increased, reitocting the puUic's increased oonfidenoe in die Bosnian 
dinar and the revivdofeoanomicactiv^ in IlieBosniaoHmijority areas. Togedm'wifli an increase in 
demand deposits by enterprises and piddic institutions in Cioat-nugority areas, tins caused Ac broad 
money supply to expand in 1995. 

h RepuUika Sipdca, the eoonomic situation started to impove in eariy 1994, ^dicn Hac 

Federal Republic of Yugoslavia adopted a stabilization program involving a fixed exchange-rate policy 
and strict supporting policies (known as the Avramovic plan). In August IQ94. howc\ cr, Republika 
Sipska's economy suffered a major setback when Federal Republic of Yugoslavia joined other nations 
in inponng sanctions mandated by tte Ihuted Nations. Hiese sanctions included an embaigo on 
external trade, a cutoff of telecommunications, the freezing of Republika Srpska's financial accounts 
and assets held in the Federal Republic of Yugoslavia and tight restrictions on border crossings. 
Republika Sipska responded by tightening controls on spending, raising tax rates and improving 
collections, and directing credit and supplies to maintain a minimum of donMsticpioA Output 
declined significantly and prices rose. Because direct domestic and eodemal borrowing were not 
available, fiscal accounts were balanced oa a cash basis, although there was a substantial accumulation 
of arrears. 

InitiatioB of Reconatnictioii Prognm Started Ecoaonic Recovery: 1996 

The Dayton Agreement and implementation of a major donor assistance program in 1996 
set die stage for economic recovery, especially in tiie Federation.^ This recovery was ftdlitated 
by continued adherence to the stabilization policies of 1994. Membership in the international 
financial institutions — the International Monetary Fund (IMF), World Bank, and the European 
Bank for Reconstruction and Development (EBRD) — also helped by normaliziiig Bosnia and 
Hera^ovina's finandal relations with llie outside worid. Tbese institutions helped Bomia and 
Henqgovina to develop an economic policy framework under which the international assistance 
was provided. The framework encouraged maintenance of macroeconomic stability by 
continuing to limit the fiscal deficit of the consolidated public sector to levels compatible with 
available sources of foreign financing. 



The donor assistance program provides across-the-board financial and technical support to 
msare sustumUe employment creatioii and growdi. The program's gods inchide preventing 
bottlenecks in all areas of infrastructure and providing basic services in health, educadon and 
housing; ensuring minimal living standards for the most vulnerable segments of the population; 
and tapidly establishing institudons for ecooomic management, with an mqdiasis on die 
deveiopnient of a private sector and die trraation to a market economy. 
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Sirtmg recovery in the Federation 



bdustrial production in tlie 

Federation increased almost 
90 percent during the first eleven 
months of 1996 over the same period 
in 199S, reflecting increased 
production of wood products, textiles 
and apparel, and foodstuff and 
beverages (Table 1.2). Because it 
slatted from a veiy low base, 
however, production in the second 
half of 1996 was still just 10 percent 
of its prewar level. Most prewar 
conglomerates remained idle in the 
absence of a clear restructuring and 
privatization strategy, discouraging 
foreign investors and delaying donor 
assistance. Private enterprises and 
small- and medium-sized firms, on the 
other hand, were becoming very 
active, mostly in services such as 
trade and transport. Recovery was 
most noticeable in the Bosniac- 



Table 1.2 Economic Trends in the Federation, 1996 




1996 


Industrial Production 




% change, Jan.-Nov. 96/Jan.-Nov. 95 


97 


"NeMmrricultuml totsnaiiavttunt rate /9£J 


44 


Average Monthly Net IVages (DM) 


182 


Average Monthly Pensions (Dh^ " 


6S 


CPI. (% change over end-95) 


3 


Broad MoH^ (M2, % diangt over md-95) 


110 


Money 


237 


Cunrency in circulation ^ 


285 


Demand dqioats 


203 


Quasi-money * 


89 


Fixal Balance (cash, in DM million) 


-5 


1/ Data refer to Jan.-Nov. period. 
2/ Defined as cunency (BHD) in ciicutaition, phis demand 
deposits an! time and savings dqwots (in BHD) and 

Foreign currencies). 
3/ Excluding foreign currency. 
4/ Hme and savings deposits. 

Source: National Statistical Institute, National Bank of BiH, 
Ministry of Finance, World Bank, and IMF Staff estimates. 



majority areas, reflecting the limited production base before the recovery started and the large 
scale of international assistance. Production and trade also improved in the Croat-majoiity areas, 
but the rate of increase was more moderate, reflecting amudi less dqiressed level of {nodnetioii 
before 1996. Exports also increased, mainly in wood products. 

The increase in economic activity has had notable employment effects. In the 
Federation, nonagricultural unemployment at the end of 19% was about 10 percentage points 
lower than at the end of 1995. Unemployment remained extremely high, however, at about 45 
percent. Net monthly wages (after wage taxes and social contributions) doubled from their levels 
at the end of the war, averaging about DM 180 in 1996. Pension payments resumed in the 
Bosniac-majority areas in eariy 1996, with the average monthly payment reaching DM 65, a level 
comparable to that paid in the Croat-nuyority areas, but still fiu* below prewar levels. Prices 
remained broadly stable throughout the year. 

Hie audiorities m the Federaticm have been able to sustain finandal stability, albeit wilfa 
continued accumulation of arrears During 1996, the cash budget balance was mainbBiied despite 

the increase in public sector wages. This achievement was due to significant improvements in 
tax collection, particularly in sales, custom, and excise taxes, and to fiscal support from donors 
(for details of fiscal develoiMneiits in 1996, see Oiaptar m). The mcmetaiy polides of the NBBH 
continued to be based on currency board principles — restricting emissions of the Bosnian dinar to 
hard currency holdings or relying on foreign currencies (DM and kuna). Gross official 
international reserves increased significantly, reflecting disbursements of external assistance, as 
did (though to a lessor extent) inflows to the domestic private sector fimn Bosnian residents 



8 



abroad Tlicre was a corresponding increase in broad money, driven largely by a shaip inciease 
in the dinars in circulation and in tlie demand deposits of the private sector. 

A sbnver start in Republika Srpsisa 

Recoveiy in Republika Srpska 

began only after international sanctions 
were lifted in March 1996, and has 
proceeded at a slower pace than in the 
Federation. Altiiough trade and the 
siippK of basic commodities improved 
and consumer prices fell 9 percent 
during 1996 (Table 1.3), basic con- 
straints to siqiply and production, 
particularly in nonagricultural sectors, 
remain largely unchanged. In late 1996. 
production was eight to 10 percent of its 
prewar level. Nonagricultural unem- 
ployment is estimated to have exceeded 
60 percent in 1996. Wage and income 
levels were still low at the end of 1996, 
widi monthly net average wages of 
about DM 60. Pension payments were 
even lower, avaqgiog DM 33 a month. 

Future Efforts Should Focus on Bnflding Common Institutions and Sustainaiiie 
FoUdes 

Although efforts to establish the economic policies and institutions called for in the Dayton 
Agnementb^an in 19%, progress has beat limited. AttfieStatelevdl,oommcMiin8tiludaos(8udias 
anew Central Bank) and policies (such as customs and trade policies) have not been estaMisiied. Ibe 

country remains economically divided In the Federation, other key areas of economic management — 
including tax policies and administration, budget and banking systems, and pension and health 
finance — m still largely uncooidnialBd. 

Fragmentation in institutional structure and policies presents major risks to recovery, 
reconstroction, and macroeconomic stability. In 1997, Bosnia and Herzegovina must develop an 
institutional and governance fiameworic for monetary managemmt, fiscal management, external 
borrowing and debt management, and trade and customs administration if peace and 
reconstruction are to be sustained Resolving these issues will require political compromise 
among all three parties in Bosnia and Herzegovitxa. Although ^e Dayton Agreement provides an 
oudine for addressing some of diese issues, nuny details have yet to be wodced out Hie 
duqjtera diat follow analyze die issues involved and reoommend practical soluli<ns. 



Table 1.3 Economic Trends in Republilui Siptka, 1996 

1996 

InAatrial ProdiietioH 



% change. Oct 96/Dec. 95 


58 


Nonagricullural unemployment rate (%) 


61 


Average Monthly Net Wages (L^ " 


61 


Average Monthly Pomona " 


33 


CPI, (% change over end-95) 


-9 


Broad h4oney (M2, % change over end-95) 


-2 


Money (exchiding foteign currencies) 


-100 


Quasi-money 


14 


Fiscal Balance (cash, in DM milliaii) 


-1 



1/ Data refer to Jan.-Nov. period. 

2/ Defined as deiiiawidqwrits phis time and anriagsdqiMMits 
in Yugoslav dinar and other fiiragn cvicaciet. 

Source: Ministn' ot'Finance ofRapublilaiSqMka, Woild Bink, 

and IMF Stafi' estimates. 



Chapter II 

Monetary Institutioiis and Policies for Postwar Stability 



Monetaiy management in Bosnia and Hbiziegovina is complicated by the de facto 
division of the country into three monetary areas: the Bosnian dinar-based Bosniac -majority 
area, the kuna-based Croat-majohty area (both in the Federation), and the FRY dinar-based 
Rqpublika Srpska. Hie National Bank of Bosnia and Herzsegovina manages the money supply in 
die Bosniac-majority area. On December 5. 19')f\ the NB6H announced that the Bosnian dinar 
was convertible for current-account transactions Tlicrc is no exclusive monetary authority in the 
Croat-majority area since it is effectively part of the Croatian kuna area. The kuna is convertible 
for cunent aoooont tiansacdoos. In Rqmblika Srpska, the National Bank of Rqmblika Srpska 
(NBRS) performs only limited monetary authority functions since Republika Srpska uses the 
Yugoslav dinar as its legal tender and does not have its own currency. The Yugoslav dinar is not 
convertible. In the Federation, the newly created Federation Banking Agency is responsible for 
bank licensing and supervision, while in Rq>ublika Srpska Ifae National Bank performs official 
bank ngaiMuy and supervisoiy functions. 

The New Central Bank WiU Function as a Currency Board 

Boaiia and Ifeiz^ovina's Constitution, formally ratified in early 1996, mandates ttat a 

new independent Central Bank be established as the sole agency responsible for setting monetary 
policy and issuing currency for the entire country. The Central Bank's four-member governing 
board, mduding the governor, was appointed by the newly elected presidency in December 1996. 
To enhance the Central Bank's chances of survival and to insulate it fiom political infhience, its 
governor for the first six years is recommended to the State's presidenc}' b\- the IMF The 
governor caimot be a citizen of Bosnia and Herzegovina or of an> of its neighboring states. The 
three remaining board members are a Bosniac and a Bosnian Croat — both representing the 
Federation— and a representative (tf Rqniblika Sipska. The two monben of tiw Fedentioa share 
one vote on the board, the member fimn Republika Sipska has one vote, and the govenor casts 
the third and tie-breaking vote. 

For tfw first ax years following its inoq>tion, die Central Bank is required to function as 

a currency board. The currency board will maintain a fixed exchange rate relative to a hard 
currency, which is expected to be the deutsche mark, in order to maintain the fixed exchange 
rate, issues of local currency must closely track the Central Bank's holdings of hard currency 
reserves. Thus, the credibility of die fixed exchange rate requires dut the Central Bank's stodc 
of international reserves should always be sufficient to ensure the con\ ertibility of the Central 
Bank's liabilities (currency and bank reserves held by the Central Bank). The fixed exchange 
rate, together with the required stock of foreign-exchange reserves, will then ensure the 
credibility of the new currency. After the first six years, the State Parliament may decide to 
aboliA the Central Bank's currency-board status and expand its mandate and authority. 
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The Cnrreacy-Board Arrangement Creates Several Challenges 

The creation of a currency board in Bosnia and Herzegovina presents certain challenges, 
particularly for monetary and credit management, fiscal policy, banking-sector regulation, and 
excfaange-fHte managonent. 

A currency board constrains monetary and credit management 

Hie first dudlenge stems fiom tiie fact Aat tfie currency board will limit llie aiiliiorities' 
flexilrility in pursuing an independent monetary policy The currency board system requires that 
monetary creation closely track — and not exceed — the Central Bank's hard currency holdings. 
Thus, monetary and credit policies are essentially excluded as instruments for jump-starting the 
ecommiy and for supporting ecommiic aqiansion. To 4ie oonbaiy, monetaiy policy will be 
tmaewbat restrictive if hard currency earnings and inflows grow mcne slcywly than payments for 
imports and otlicr external obligations. Still, the hyperinflation experienced in the past and the 
uncertainty that most investors still feel in the aftermath of the war make it essential to increase 
confidence in the currency tiirough a currency board arrangement. 

Fiscal policy is also cons^ained 

A rehaed issue is the limitatimi that tfie currracy-boaid anaqgement will impose on Ae 
conduct of fiscal polic> in Bosnia and Herzegovina. Because of Hie Central Bank's inability 

under the currency board arrangement to extend credit, even to the government, fiscal policy — 
particularly the option of incurring fiscal deficits — will be much more constrained. Not only can 
tiie Central Bank not extend credit to the government, but odier banks will have great difficulty 
in accommodating the government's financing needs, given tiiat Aey will not be able to obtain 
credit from the Central Bank Thus, a cuirency-boani arrangement demands prudent fiscal 
policies and management (see Chapter 111). 

A4cmc^r^ liquidity in &ie bankir^ sector is lUfficult 

Another challenge of a currency-board arrangement relates to management of short-teim 
liquidity problems that might arise in the banking sector. A currmcy board is usually unable to 

serve as a lender of last resort unless it holds excess reserves in sufficiently large amounts. Since 
Bosnia and Herzegovina is a small, open economy with essentially free capital flows, 
fluctuations in liquidity might be much higher than in other countries with currency-board type 
arrangements, lekling to large variations in hard currency resnve holdings. Currency boaids 
^^pically respond to increased outflows by raising domestic interest rates, in order to sustain the 
target exchange rate. But, unless short-term Central Bank instmments are devel(^)ed, the Central 
Bank will have trouble influencing interest rates or liquidity in the economy. 

In addition, the Central Bank will be unable to help solvent banks that might encounter 
temporary liquidity problems. Although this is an important issue that policymakers need to bear 
in mind, it might not be a significant concern in the near term. First, the overwhelming problem 
in the bmking sector is insolvency cadierlfaan illicpiidity. The ^propriate response to solvency 
issues is to ensure that bank owners have sufficiently high equity- stakes in their banks. Hie 
authorities should resist the temptation to quickly come to the rescue of the banking sector when 
liquidity difficulties surfjice, because it is often difficult for regulators to distinguish bank 
solvency problems from liquidity problems. Second, i n t er v enti on to prevent liquidity oises is 
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intended to avoid disruption of the financial system (that is. bank runs), with its consequent 
impact on activities in the real sector and a generalized collapse of real asset values. However, 
Bcenia and Ifeiz^ovina's financial system has relatively few links to tihe real ecanomy. Credit 
flows are extremely low. Credit claims on the private sector are less than 15 percent of GDP, 
and most were extended before the war. Demand deposits held by the private sector are less than 
3 percent of GDP. In industrial countries, private credit claims are usually about 100 percent of 
GDP and demand deposits, about 25 percent. 

As the financial system grows, liquidity issues, even in the context of a currency board, 
can be dealt with by requiring banks to hold a significant portion of their liabilities — say, 
30 percent — ^in tiie foim of DM bonds. These bonds could be deposited with the Central Bank to 
ensure compliance widi liquidity requirements, in which case they would function like a large, 
interest-bearing reserve requirement. A second solution is to encourage foreign bank entry into 
the domestic financial sector. Foreign banks could help strengthen Bosnia and Herzegovina's 
financial system because they are mudi better diversified than the domestic banks that do 
business only in Republika Sipska or the Federation, eadi a very small maiket. In the meaittime, 
the need to avoid liquidity crises highlights the urgency and importance of developing an 
effective bank supervision framework and supervision capacity (see Chapter VII). 

Exchange rate management must be cUsciplined and decisive 

Finally, a currency board arrangement raises several issues for exchange-rate 
management. Hie objective of all cunency boards is to build confidence in iSac dcnnestic 
currency by guaranteeing the convertibility of local money into hard currency at a fixed exchange 
rate. But there are always many temptations to devalue, particularly to stimulate exports or to 
discourage capital outflows. Successful currency boards also might tempt policymakers to 
correct ^predation of the current or to devalue. For example, the increased credibility that a 
successful currency board generates could lead to large foreign-investment inflows (mainly 
financed by Bosnia and Herzegovina nationals from their foreign-held assets). If the currency 
board monetizes these inflows, it will have inflationary effects unless the board can sterilize the 
inflows duough Ae sale of bonds. Hie resulting inflation and real appreciation might undercut 
ejqioit competitiveness. Rather than working to increase their productivity, e^qwitcrs mig|it sedk 
to restore competitivmess by devaluing or by correcting real appreciation. 

Over die next six years, devaluation for any reason — ^including satisfying the demands of 
exporters — will imdermine the currency board and so erode confidence in the local currency. 
This six-year period is not long by international standards, and Bosnia and Herzegovina will do 
well to have established confidence in its currency by that time. Thus, it is essential that the 
exchange rate not be adjusted once it has beoi set. These considerations point to the need for 
careful deliberations when the new currency is introduced and its exchange rate is set. In 
particular, the initial exchange rate should be set with a comfortable margin to take into account 
the potential pressure for appreciation, which is likely to accompany the large foreign-exchange 
inflows assodated witii Bosnia's reconstruction program. If die cunency ^preciates, policy 
corrections to assist e}qx>rters should focus on lowering die costs of business caused by 
govemmoit intervaiticm — sudi as redudng payroll tax rates to levels more in line witii world 
standards. 
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Unifying the Pajrawnte System b Eiseatial 

Foimer Yugcnlavia's complex system of payments bureaus continues, separately, in the 
two Entities. The bureaus are govefmnent-owned oj^d government-operated clearing and 
settlement agencies that also perform tax collection and auditing functions unrelated to their 
clearing activities. In the Federation, the use of different currencies in the Bosniac- and Croat- 
majority areas has prevented unification of liie paymmts system. Instead, set fle me nt of 
payments between the two areas of tlie Federation is conducted in deutsche marics, and only 
periodically In addition, the system is a monopoly and not transparent in its operations This 
system deprives banks of much needed liquidity and resources for lending. It also prevents the 
devetopmeot of a modon dealing syston for p^rments and an efficient intnlMuilc nunicB^ 
institutiaos vHudi are essential if llie cuirmcy boanl system is to fimetion smooAly witli Ae 
hswlnng sjfstem. 

Unifying the payments system tfarou^iout die country would fiKnlitate the dealing of 
accounts, payment of taxes, transmittal of taxes to the proper government, implementation of 
government budgets, and other private and commercial fiiKincial transactions. Other essential 
lefonns include removing nonessential fiinctions from the payments system (such as tax 
cdlection and auditing, nirfhich should be functions of llie Entity tax admimstntioiis) and 
modernizing operations. Over die knger temi, demonopolization and integration of die 
pigments fimetion into tiie bankiog sector will be cnidal. 



Chapter III 



Fiscal Management and Policy 

Bosnia and Heizegovina's tax base collqised soon after die oudneak of war. Local 

governments collected what taxes they could to pro\ idc local scniccs. In the initial years of the 
conflict, the govemniciit of the Bosniac -majority area financed about 90 percent of expenditures 
through credits from the NBBH, which quickly resulted in hyperinflation. In the summer of 
1994, a stabilization program implemented in die Bosniac-miyority areas reoentralizBd tax 
collection and budget management and restored the payments system in those areas. Significant 
flscal tightening also occurred in 1994 as a result of the sanctions imposed by the Federal 
Republic of Yugoslavia. 

Limited revenue, a limitation reinforced by the monetar>- arrangements and discipline 
imposed by the NBBH, has restricted government expenditures in all jurisdictions to the only 
sources of financing that have been available — domestic tax revenue and foreign financing. This 
restricticm ensured monetaiy and price stability, ooc of the most impoitant fiKtors undedying the 
economic recovery in 1995-96. 

This fiscal scenario, however, is under increasing pressure. The economic recovery in 
1996 was accompanied by a strong r^xnmd in fiscal revenue; however, »q>enditurBS rose even 
finter. Public expenditures in 1996, including those financed by donors, might account for as 
much as 63 percent of GDP. While such a high level of expenditures might have been 
unavoidable m 1996, it is not sustainable in the medium term, it was made possible partly by the 
extraordinary efibrts by 58 donors — 47 countries and 11 oiganizatitms— that have nappostod 
about 40 percent of public expenditures (by co\cring recurrent government and social 
expenditures, public investment projects, and foreign obligations) Tliis support will decline. To 
correct the long-term imbalance between revenues and expenditures, reform needs to start 
inunediately. On the revenue side, tax refbmis should ensure tfiat adequate revenues are 
eflBdendy and effectively collected In particular, the reliance on certdn distortionary taxes, 
such as wage and customs taxes, should be reduced while the tax base is broadened and 
collection is improved. On the expenditure side, public expenditures need to be rationalized and 
prioiitizBd. An additional threat to fiscal viability is the countiy's laige stock of domestic and 
foreign liabilities. It will not be possible to put public finances on firm footing imtil these issues 
are addressed. 

Hie development of a sustainable fiscal situation will take place in a comidex, uncertain, 

and evolving institutional setting. Government structures are still developing based on tiie 
Dayton Agreement and the constitutions for the State and Entities. Within this developing 
fi:amework, several mstitutional issues need to be resolved, including securing financing for the 
State administniti<»i and for external debt obligations, coordinating fiscal and tax poUey between 
the Entities, and developing medhanisms for assigning revenues and expmditnies williin the 
Entities. 
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Fiscal Developments in 1996 

The two most important fiscal developments in 1996 were the rapid espflnnon m 
revenues and expenditures and the modest adjustments made to the institutional stmdure for 

fiscal management. 



TMtXl Fiscal RevenuM In Bowh tmd Htnmn***. tS9S tmi tW6 " 





BH 
IMSrt 




Pedenrtiofi- 

level 
budflct 


Canton ft municipal budgets 

Bosniac-ntai Croat-maj.'*' 1 
areas areai 


Total 


Republika 
Srpika 


Im nU UUIbm 

in UB/t MntlfMI 


1995 


.... ■■■■■■■■■■ ■< 






J " 








TuRmmm 


S74 


1.3M 




329 


630 


m 


1,132 


246 




201 


S44 






3711 




4tS 


S9 


EXOIW IIXBS 


111 


222 


mm 


14S 


43 


14 


2D4 


17 


Custom duties 


111 


.114 




181 


19 


19 


219 


95 


Wtgc and income Uxet" 


102 


297 






17K 


46 


224 


72 


OdMrtnM 


42 


22 


- 


- 


12 


S 


20 


2 


SgcW Sanrily CoaMMiow 


244 


S19 






329 


137 


457 


C2 


NoMlH ItevwM w4 Giwrti 


22S 


122 


57 


i 


49 


4 


SI 


7 


0% iMMftr to State fiwi EaliliM 




31 


31 














1.043 


2,040 


57 


335 




324 


1,W7 


315 




















TuRmimw 


1S.S 


29.0 










33.0 


lt.0 


SaintMCM 


5.4 


11.0 










\M 


AA 


Excise taxes 


3.2 


5.0 










M 


1.0 


Custom dutiea 


3.0 


6.0 










CO 


7.0 


Wage and ilMCMlnM''' 


21 


6.0 










CO 


S.0 


OUier taxes 


1.1 


0.5 










1.0 


OlI 


Social Security Cuntributiuns 


6.6 


11.0 










13.0 


4.0 


Nnlu RmM« aad Giwrti 


&1 


3.0 










1.0 


VA 




3i.2 


42.0 










4t.O 




' Prelim inai>' infonnatMLLoMl Bovcrnmcnt operations in Republika Sipska are excluded due to lade of data. 
Exchange rates used: DM 1 - Kuna 3.7 = FRY Dinar 2.72 - BHD 100 - 0.67 USD; RS data do not include mumci|Ml revenue. 

' Includes operations oradminisvations inftaywcMtoflnimwflaoiduBjM'awFiihrtiuuAyicrt. 

' Includes wage tax tor reconstruction. 

' For thefintninemonattof l996,<H»ifwdHeb»lh«« fcurtwofaHiBmadtwiiMlQDP. 
*-*- notaraiUbb; *_.*^iat vpiioMa. 



Revenues and expeneBtures expand rapidly 



In 1996, tax collections were about 29 percent of GDP, or DM 1,398 million — an 
increase of 144 percent over 1995 and 281 percent over 1994 (TaUe 3.1). bduding social 
security contributions and nontax revenues sod giaats, fiscal revenues totaled to 
DM 2,040 million in 1996, about equal to total government expenditures for 1996. Thus, public 
expenditures funded by the government's own resources amounted to about 42 percent of GDP in 
1996. All parts of die countiy have operating budgets that are more or less balanced on a cash- 
flow basis (that is, cash expenditures are limited to the amount of fiscal revenues). In 1996, 
Bosnia and Herz^ovina ran a DM 6 million cash defidt (Table 3.2). Militaiy CKpenditmes fimn 
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budgetary sources accounted for less than 10 percent of l3ae total budget; social fund e^qieiidhuies 
and oilier transfer payments amounted to about one liiiid. 



Table 3.2 Fucal Expenditures in Bosnia and Heratgovina, 199S and 1996" 
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However, significant public-sector expenditures took place outside of the budget, making 
actual public spending much larger; the difference was financed by donors. Disbursemrait of 

donor assistance amounted to about US$1 . 1 billion in 1996, about 65 - 70 percent of this amount 
was used for public expenditures. Thus, total public spending could be US$0.7 billion more than 
is shown in Table 3.2, making public-sector expenditures totaling about 63 percent of 1996 
GDP, a level that is unsustainable. 

Donor assistance is e^^ected to wind down after 1998 or 1999. At the same time, the 
e7q>andon of domestically genotated fiscal revenue is constrained by the size and tiie growth rate 
of the eccmomy. Under die optimistic scmaiio diat GDP readies US$4.5 billion in 1998, total 

domestically generated fiscal expenditure cannot exceed US$1.8 billion if the ratio of taxes to 
GDP is held to no more than 40 percent. A major adjustment of revenues and expenditures will 
be needed for the fiscal situation to become sustainable. 

In 1996, the Federation was more successful at generating revenues than Republika 
Srpska. The Federation collected DM 1,152 million in tax revenues, or DM 512 per inhabitant, 
compared wHii DM 246 million in Republika Srpska, or about DM 246 per inludntant 
(see Table 3.1). Estimated tax revenue in the Bosniac-m^ority areas totaled DM 630 million in 
1996, with more than half coming from the sales tax on goods and services. Estimated revenue 
in the Croat-majority areas totaled DM 193 million, with additional estimated revenue fipom three 
extrabudgetary fimds of DM 89 million. The sales tax was also liie main source of tax revenue in 
the CroatHmgoiity areas. 
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Total e}q)endituies for tiie Federation in 1996 amounted to DM 1,672 millian. In 
Republika Sipska, ejqpenditures totaled DM 317 million. Wage expenditures were 

DM 153 million for the Federation and DM 38 million for Republika Srpska. Social 
expenditures (including support for lieaitb, education, and invalid and war causalities) totaled to 
DM 462 millim in liie Fedmtion, or DM 205 per person, and DM 62 million in Republika 
Sipska, or DM 62 per perscm (see Table 3.2). 

The institutional structure for fiscal management is evolving 

The Federation. Because of the fighting between Bosnian Croats and Bosniacs in 1993- 

94, the Croat-majority areas instituted a separate fiscal system, including separate tax 
administration, headquartered in Mostar, and a customs administration. The Washington 
Agreement of April 1994 called for the tax and customs administrations in the Croat- and 
BosniacHniyority areas to be replaced by Federation administrations. Import r^imes were 
harmonized in March 1995 following the Federation Assembly's adoption of a Customs and 
Tariff Law similar to the Croatian import regime. But, the Federation did not assume even 
minimal governing authority until February 1996, when the governments of the State and the 
Federation were officially separated. In April 1996, the custcnns administrations were merged 
into a single Federation Customs Administration that collects customs duties, special import 
taxes, and excise taxes on imported goods for the entire Federation. 

Refonm has progressed more slowly in other areas of fiscal managoneait. A law 

centralizing tax administration at the Federation ;1 was passed in June 1996. but has not yet 
come into effect The Bosniac- and Croat-majorit} areas continue to maintain separate tax 
administrations and budgets. Although Federation tax legislation has been passed for sales, 
excise, and customs taxes, enforcement is weak. Work is still under w^ on corporate and 
personal income taxes. 

Republika Srpska. Republika Sipska has a separate, centralized fiscal system. Its laws 
and rq;ulations are based mostly on those of die Federal Republic of Yugoslavia. Its institutions 

(customs and tax administration) operate \\ith a great degree of arbitrariness. Cooperation 
between the fiscal institutions of Republika Srpska and those of the Federation was nearly 
nonexistent in 1996. 

Expenditure and Tax Policies Must Be Reformed to Achieve Sustainable Fiscal 
Management 

Three factors threatm the goal of long-term fiscal sustainability. Hie first is the severe 

mismatch between budgetary resources and expenditure needs. The second is the government's 
large oveiiiang of domestic liabilities, mainly citizens' foreign-exchange deposits in the banking 
sector, pensions, and back wages for soldiers. The third is the tax system's excessive reliance on 
payroll and trade taxes. 
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Umiting public expenditwes for fiscal sustainability 

If the growing pressures aa fiscal expmditures are not addressed direcdy, lliey are certain 
to destabilize tiie macioeconomy and derail efforts to achieve fiscal sustainability. The dangers 
arise from large social expenditures, off-budget investment spending, the need to fully 
incorporate military expenditures into budgets, and the cost of administrative structures at all 
levels of govenunoot. 

Although social and other needs are pressing, it is essential that budgets for each area 
remain balanced on both a cash and an accrual basis to maintain macroeconomic stability. Thus, 
governments must avoid resoitiqg to arrears. Although govemmcmt bonowing is curtailed under 
die cunency-board arrangement, the temptation to borrow could grow at each level of 
government unless public-expenditure priorities are carefully set and the overall size of the 
government is clearly restrained. To that end, a public-expenditure review is now being 
undertaken to examine and prioritizB public e7q)enditurcs in Bosnia and Herz^ovina. 

Socicd expenditures 

In tiie next few years, budgets for sodal needs will be under tremendous presnue. 
Current budget outlays are artificially low in some areas and will rise either because dooor 
contributions cannot be sustained or because service provision will rise as schools, clinics, and 
hospitals resume operations. For other social welfare expenses, which are extrabudgetary in 
some jurisdictions, unmet needs are at least as big a problem. Moreover, even the low levels of 
self-fimding that have been maintained have required excessive pi^roU tax rates in both Entities. 

The health fund in Republika Srpska is extrabudgetary, but as is the case throughout 
Bosnia and Hterzegovina emeigency relief and humanitarian aid still cavex most heaMi-care costs. 
Republika Srpska's health fund is managed on a regional basis under a national umbrella and has 
been used primarily to pay staff salaries. Fund expenditures have covered about 20 percent of 
health-care costs; emergency aid has covered the rest. Although the health fund in the Bosniac- 
m^ority areas of tibe Federation was brought within the government budget, tiiese areas also have 
relied on unsustainable foreign assistance for the bulk of medical care, from physicians to 
pharmaceuticals Budgetary su])port for these health iimds, and for pension fonds, might be 
unavoidable (see Chapter IX). 

Relieving the budgetary pressures created by social expenditures will require a two* 
pronged approach. On the revenue side, where tax rates should fall (particulariy on wages), tax 
exemptions must be drastically curtailed so that revenue levels can be sustained through a 
broader tax base with fewer distortions. Some broad-based taxes, such as sales and excise taxes, 
can be increased somewhat. On the expenditure side, there must be significant effort! to target 
assistance for all social welfare spending: for example, restricting eligibility to those most in 
need by raising retirement ages and providing a minimal floor of protection, while setting a 
ceiling on benefits. Attemative mechaniamis for sodal protection, such as private insurance, can 
also be considered. But even when these measures have been taken, greater budgetary resources 
will likely be needed to fund benefits to people who qualify for them. Such increases will hav6 
to be incorporated into future budgets, and funded by expanding the tax base. 
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Government investment spending 

Govemment accounts must start reflecting die full extent of the governments' role in 

economic activit>' In particular, the large investment program supported as part of the 
reconstruction program needs to be fully integrated into the Entity budgets, and shown as being 
fbieign financed. This intention is also key to ensuring that investments generate the 
counteipart funds needed to maintun the uifinsbuctuie being idudHlitated. If this initiation 

was performed retroactively for the Entit>' budgets, expenditures would show a rise of at 
least DM 550 million over the DM 2,046 million of consolidated spending shown in Table 3 .2. 
The value of these extemall> -financed investments alone would increase the ratio of public 
expenditures to GDP by 10 percentage points in 1996— not induding otter recurreot public 
expenditures financed by dmors. 

Military spending 

Militarv' expenditures must be carefiilly reviewed and incorporated into the ]*^^7 budget. 
Although the consolidated budget in 1996 shows that only about 10 percent of public expenditure 
was allocated to the military, substantial, nontransparent sources of financing for the military 
exist outside the government budget. As militaiy expenditures are reincorporated into 
govemment budgets and the external financing dwindles, pressure on budgets is bound to rise 
unless the size of the militan. is drastically reduced Current military spending is far greater than 
needed to foster an atmosphere of security. Excessive military expenditures also impede both 
growdi and povnty reduction by diverting lesouioes that could be better spent on infiastractuie 
or education and by undermining macroeconomic stability. Coordination is needed to ensure that 
military spending is cut according to the plans laid out in the Dayton Agreemmt and 
implemented at the same time in both Entities. 

Public aebnimstratim 

Finally, great care must be taken to avoid building large administrative structures for the 
governments — a veiy real threat given by tiie many governments in Bosnia and Herz^ovina. 
Excessive staff in administrative agencies that are no longer needed under the Dayton structure 
should be reduced, including the separate tax administrations in the Bosniac- and Croat-majority 
areas of the Federation. New administrations (as in the cantons) should be extremely carefiil in 
appointuig new staff and should avoid saddling local gov e rnme n ts witii too many employees. 
Canton, district, and municipal ejq)enditurBS will account for a laige portion of total public 
spending, so prudent resource management, including personnel management at these lower 
levels of govenunent, is crucial. 

Adebvsang domestic clmms 

Further complicating the efforts to restore fiscal balance are the large internal liabihties 
that the various governments have assumed. There are outstanding daims for up to DM 3 billion 
in fiozen foreign-exchange deposits, DM 2 billion or more in unpaid pmsions and wages, and 
perhaps DM 5 billion in back wages for soldiers in both Entities These DM 10 biUion in 
clajms — more than seven times consolidated budgetary expenditures in the Federation in 1996 — 
simply are not affordable. While other parts ofdie former Yugoslavia (Croatia, Slovenia, and the 
Federal Republic of Yugoslavia) also inherited domestic claims, these were a much smaller 
fiaction of GDP and were potentially manageable tiuough fiscal policy. That is not the case in 
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Bosnia and Herzegovina. Because there is no fiscal solution for acklressiiig these claims, a non- 
fiscal policy for them must be introduced. 

Besides the fact that there are no resources to satisfy these claims, Bosnia and 
Herzegovina is asking Paris Club and London Club lenders to accept a steep discount on debt 
obligations. Lenders are unlikely to respond positively if domestic claims are being created and 
honored at 100 peroent of tfieir face ^ue al die same time that Bosnia and Heizi^ovina is 
claiming an inability to service foreign debt. External debt, discussed below and in Qaipten IV 
and XI, totals about US$3.5 billion, more than US$2 billion of which is in arrears. Bosnia is 
asking external creditors to discount their claims generously. Even with generous debt reduction 
there will still be significant debt-service requirements that should be included in tfie 
government's spending plans; these should not be crowded out by Bosnia and Hens^ovina's 
policies toward domestic claims. 

Ihus, it is imperative that tiie case-by-case recognition of claims be curtailed, and that 
previous decrees aiid laws creating these claims be repudiated. For example, former soldiers 
were issued bank books in which their back wages were inscribed. The canton of Sarajevo and 
other cantons accepted deductions from these books as payment for utilities, for the purchase of 
canton property, and odier purposes. This iq>pn>ach cannot continue. Instead, settlement of 
domestic daims should be gui^ by two principles. 

First, the real value of payments on the domestic claims cannot be higher than what is 
being offered to external oeditors, as mmtioned above, external creditors are to consider deqs 

discounts on their claims on Bosnia and Herz^oviin, tiiey must see domestic creditors accepting 
similar discounts. Generous payments by the government to domestic claimants will be seen by 
external creditors as convincing evidence that the country is capable of servicing its full external 
debt. 

Second, domestic claims should be settled by using current government assets, not fiiture 
government revenues. Given the extremely tight budgetary situation, any cash payment or its 
equivalent idiould be avoided. The budget can only operate on a balanced cash-flow basis, so ibc 
use of any tax revenue for cash payments to daimants, or equivalently by allowing use of 
certificates (bank books) for tax or public-utilities payments, even at deeply discounted rates, will 
only exacerbate a fiscal situation that is already under tremendous pressures. A proposed plan 
for resolviiig dom^c daims is htaag discussed In the Fedeiatiim (Box 3.1). Under the plan, 
domestic claims on the government would be limited by tiie stock of assets available for 
privatization. This plan has the advantage of minimizing the uncertainty of the large internal 
debt overhang; it also helps build political support for expanding private paiticipation in the 
economy. 



Box 3.1 Privatiration and Resolution of Outstanding Claims 

TTie most feasible method for resolvm^ outstandin^i claims is to limit their use to the purchase of assets 
from privatization. In implementing this solution, it is crucial that the matching of claims to assets be 
perfbrmed as a nie^me, coonfoated decision tfiat settles all outstanding clalnis against die govenunent 

using the universe of all available assets. Otlier uses of privatization assets, such as compensating 
displaced homeowners, who might also have a claim on the state, must be included in this (me-time 
settlement as well. Details on privatization strategies are described in Chapter VI. 
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Reforming the tax policies 

Tax policy is characterized by extremely high and distortionarv' rates, particularly on 
wages and foreign trade, and numerous, arbitrary tax exemptions that have substantially 
nanowed Ae tax base. Payroll taxes on gross wages are between 45 and 50 percoit, is 
veiy higji by international standards (Figure 3 1) Customs duties, including additiaiial charges, 
are also excessive, particularl\ in Rcpublika Srpska. These conditions demand a comprehensive 
reform of the tax system in the short term. Such a reform can be accomplished without any loss 
of revenues (Box 3.2). 



Box 3 J Revenue-neutral tax Reform 

Hie need for refomi of tlic Bosnian tax system is apparent, with reducing taxation of labor and of imports 
as the nuyor areas for reform, hi addition, consid^tion should be given to adopting a value-added tax in 
place of tile cuneot sales taxes. Tax refonn can be revenue neotral, meanfaig ta revenoes are lost as a 
consequence. It should be noted that a niwm might be revenue neutral when it is first introduced, but 
the same reform is unlikely to be revenue neutral over time because of different growth rates in the 
before- and after-reform taxes. Revenue growth after refomi must be adequate to provide for appropriate 
increases in public oqienditnres. 

Taxation of labor dumig^ die wage tax and social contributions for healdi, pensions, unemployment, and 

other purposes results in a tax of about 50 percent on gross wages. The high tax rates discourage the use 
of labor, cause a tendency for nonrq}orting of employment and wages, and hmit expansion of the private 
sector. The key to most tax ref(»HU, including for wage taxes in Bosnia and Hozegovina, is redudng tax 
rates and broadening the bases to replace the rc\ cnuc loss The base for wage and income taxes can be 
broadened by including new items, such as fringe benefits, in the base and by achieving better 
con^lianoe widi tax laws 

Tnatkn of ia^xnts is excessive in botfi Bidties because of a combinadon of import dudes that range up 
to more than 25 percent and excise tax rates, levied on alcohol, cigarettes, oil, and other pndncte, that 
normally are much higher on imported than on domestic goods International trade is discouraged and 
comparative advantages in Bosnia aj»d Herzegovina are hidden by these attempts to protect domestic 
production. Import duties should be reduced to an average rate of 3 to 8 percent Differential excise tax 
rates should be eliminated by raising domestic excise tax rates to the current levels imposed on imported 
products, and excise tax rates should be raised so that the new rate is as hi^ as the combined old customs 
and excise tax rates. Hi^er excise tax rates on domestic production can hdp ofi^Mt die revenoe losses 
fipom lower in^xnt dntios. 

Bosnia and Herzegov ina raises significant revenues through sales taxes Dev elopment of a VAT in 
Bosnia and Herzegovina would require several years, but consideration should be given to such a reform. 
Most countries indie worid have ftmnd a VAT to be preferred to sales taxes. Among odier advantages, a 
VAT can have better compliance because of built in auditing characteristics and can help av oid the 
pyramiding of taxes that results fiom sales taxes that oftoi are imposed on imermediate goods. Furtlier, 
European Itakm menriien are not penniHed to impose local sales taxes. A VAT would be moat 
cfliBcttvdy collected ly a tax admlnlslrstiwi at die State level. 
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Figure 3.1 International Comparison of Payroll Tax Rates, mid-1990s 




BiH (1996) 
Low-Income Countries 
MkJdIe-lncome Countries 
HigWncome Countries 



% of Total Labor Cosr 
'(Gross wages +Errployer contributions) 

Hi£>i income countires include Austria, Belgium, Finland, France, Germany. Italy, Luxentourg, Netherlands and the USA 

Middle incorre countries include Argentina, Chile, Costa Rica, Egypt, Hungary, Korea, Mexico, Poland, Turkey and Venezuela 

Lew income countnes include Bolwia Burkina Faso, China, Guatamala, Honduras, Jordan, Mauritania Nicaragua Pakistan and Philippnes. 



High tax rates are undesirable for two reasons. First, they distort behavior. Employers 
either hire fewer workers because taxes raise the cost of labor, or they pay workers with 
nontaxable benefits such as food allowances and transportation. Similarly, the tax structure 
encourages capital formation at the expense of labor since enterprise tax rates are low (30 percent 
in Republika Srpska and 36 percent in the Federation) compared with the high tax rates on labor. 
High trade taxes inhibit exports, protect inefficient industries, and discourage the acquisition of 
foreign technology and capital. These distortions retard growth and exacerbate unemployment. 
Second, high taxes encourage tax evasion, further undermining the institutional structures that are 
essential for stable govemment. 

Payroll taxes 

Rate reductions are most critical for payroll taxes. Wage costs are about double the net 
wage in all parts of Bosnia and Herzegovina. Both Entities levy payroll taxes to fund pensions, 
health insurance, and unemployment compensation. Although that is standard practice in 
industrial countries, the rates are normally much lower. For example, the average combined 
payroll tax (as a percentage of gross wages plus employer contributions) in most industrial 
countries is about 30 percent, and much lower in some (see Figure 3.1).^ Combined payroll tax 
rates for Bosnia and Herzegovina's three social funds alone are about 50 percent of gross wages. 

In addition, both Entities levy other earmariced payroll taxes. Republika Srpska levies a 
general payroll tax (which could be transformed into an income tax) as well as a 2 percent payroll 
tax for social assistance and a 3 percent tax for infants' and children's benefits. In the Federation 



The standard way to present payroll tax rates in the Organization for Economic Cooperation and 
Development (OECD) countries is as a percentage of pre-tax wages in which wages are 
measured gross of income taxes and other payroll tax deductions. Gross wages differ from total 
compensation, which includes all employer-paid taxes as well. In transition economies, wage- 
tax rates may be computed as a percentage of net wages or as a percentage of total 
compensation. 
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a 6 percent payroll tax is used to finance reconstruction; in the Bosnian Croat-m^ohty areas 
payroll taxes finance education as well. 

Whether the burden of these taxes falls principally on employers or on workers is not 
entirely clear. However, in either case, distortions are severe. If employers are able to pass the 
payroll tax on to woikers by lowering their net wage, then essentially a small group of fomial 
woikeis is supporting a laige poftion of public qwnding. Partioilariy to Ifae extent that some 

informal or nonwage income opportunities are more lucrative than formal employment, such an 
outcome is regressive and inequitable. On the other hand, if employers are unable to pass the 
payroll tax on to woiken, 4ie higher wage costs slow employment creation. 

The government should make it a priority to reduce payroll taxes and turn to other 
sources of revenue. This move is all the more urgent because expenditures on education, social 
aasistanoe, and leoonstniction are likely to be under pressure to rise ftster dum defense spending 
fidls, and ftster than refomis limiting pension or health benefits will take effect. Hie payroll tax 
base needs to be broadened to include all forms of wage income, including allowances. Equally 
important, wage and income taxes must be administered on private earnings. Together, the 
broado* wage base, lower evasion and avoidance, and a rapidly expanding economy could tcplacc 
mudi of Ae revenue lost to lower payroll tax rales. 

Trade and excise taxes 

Taxes on foreign trade are similarly excessive. Export taxes should be eliminated and 
import duties (ranging up to 32 percent in the Federation and even higher in Republika Srpska) 
should be reduced. Import duties should be no higher than 5-8 percent, and all items should be 
subject to 8 unifiinn tariff (see Chapter V). To compensate for the potential revenue loss revenue 
resulting fiom tarifT reductioins, exdse tax rates should be raised so dutdie new rate is as high as 
the combined old customs and excise tax rates. In addition, excise tax rates should be imposed 
equally on imported goods and domestic production. These excise tax changes would easily 
offset much of the revenue losses fiom lower trade taxes. 

Simplifying the tax structure would also facilitate compliance and administration. The 
Federation has made considerable progress in this area, reducing the number of sales taxes from 
26toS. A new set ofexdaetaaiBS has been imposed as well. Bodi EntitKS dKmU move toward 
uniform sales taxes. A value-added tax or a tax on the sale to final consumers of all goods and 
services might be the best structure for a broad-based consumption tax. As discussed below, 
collection of any broad-based consumption tax, particularly a future value-added tax, would be 
fyalitaSoA if administration occurred at the State level. 

Three Steps Are Required to Establish a Viable Institutional Fraasework for Fiscal 
Management 

Sustainable fiscal policies need undeipinned by sustainable institutional fiameworit. A 

viable framework for fiscal management in Bosnia and Herzegovina will require securing 
financing for the State to cover administration and external debt service, coordinating inter- 
Equity fiscal policy and revenue collection, and assigning expenditure and revenue 
respoosihilities widi Entities. 
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Securing adequate and j»vdictable financing for StcUe administrati(m and external debt 

service 

Developing mechanisms to finance die State will be the first step towards sustainable 

fiscal policy. Although the Da\ton Agreement outlined the division of fiscal responsibilities 
between the State and the Entities, many details need to be finalized (Box 3.3). Under the 
Agreement only foreign afiairs, monetary policy, customs policy, ddbt management, and 
immigratira are assigned to Ifae State. Hius, in tilie near temi Hie State budget will be snuU, 

since man>- traditional fiinctions — such as defense and transfer payments — are assigned to the 
Entities But since all significant taxing power resides witli the two Entities, they must woilc 
together to provide adequate and predictable revenues to finance the State budget.^ 



Box 3J Fiaeal Structure under the D^rton A g r eem c u t 

Fiscal responsibilities agreed to under the Dayton Agreement are divided between the State and Entity 
governments and, in the case of die Federation, further divided amaog the Cantons. The most significant 
responsibility of the State government with respect to fiscal management is the payment of existing 
international fmancial obligations of Bosnia and Herzegovina, and of future international obligations 
incurred with the consent of both Entities. The State has no important independent revenue sources, and 
depends entirely on transfers from the two Entities—two thirds from the Federation and one third from 
Rqtublika Stpska-to meet its obligations. There are, as yet, no permanent anangemoits for these 
transferB, cratting a serious problem for die oomitiy's debt management 

Hie &idty govemmoits have exclusive reqKMiability in their terrhories over definse, internal aflhin, 

economic and social-sector policies, resettlement and reconstruction, and justice, tax. and customs 
administration. Each Entity has ownership of the customs duties and excise taxes collected in its 
territory. 

In the Federation, ail responsibilities not assigned e}q)licitly to the &itity government devolve to die 

cantons. These include education, culture, housiiig, public services, and social transfer expenditures. 
Each canton is authorized as well to delegate its responsibilities to the municipalities in its territory. 
Cantons are given ownership of sales, income, and property taxes, as well as of the fees charged for 
poblic services. Many cantons are far from bong able to assume these req)onsibilitie8. Sgnificant 
decisions have yet to be made regarding, first, the extent to which canton-level inequities in the provision 
of education and other services will be permitted; second, the extent to which joint provision or other 
arrangements win be pormed to ensure effidency in die si9)ply of plibUc service^ and ddf^ 
intagovemmemal mnsfin to support equity' and effidcacy-enlvmctng anangements. 



Under a 1996 interim agreement between the Federation and the State, the State receives 
one third of the Federation's customs tax revenues. Starting in 1997, however, operational 
procedures Aoald be implemented for setting the State budget and finan<»ig it dinn^ the 
Entities. The State's administrative budget is expected to be small in 1997. Under the Dayton 
Agreement, one third of the State budget will come from Republika Sipslca and tWO thirds will 
come from the Federation, this arrangement should be implemented. 

A sepanrtB budget or a separate part of the budget needs to be established to finance the 
State's debt service on restructured old debts (to international financial institutions and, soon, to 
the Paris and London Clubs) and on new borrowings by the State. The resources for servicing 
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The State will receive some additional revenue fiom sources such as consular fees. 
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these debts and the mechanisms for securing and transferring funds to the state must be worked 
out to ensuie smootfa foreign financial relatioDs. (Chapter IV discosses foreign-debt management 
in greater detail). 

Looking beyond 1997, a mechanism will still be needed to provide the State with 
predictable and steady revalue. L<Higer-4emi options for fonding Ae State budget include 
reassigning all or part of specific tax (such as customs duties) revenues or part of total tax 

revenues from the Entities to the State directly, periodically transferring funds from the Entity 
budgets to the State based on an agreed State budget, or a combination of these. Constitutional 
provisions might need to be revised for the State to collect revenues from specific taxes. 

Coordinatir^ fixal policy and revenue collection between Entities 

Hie Dayton Agreement calls for ifae dismaitling of internal borders and costoms posts 
between die two Entities, both to diminate die costly eocnioniic in^dendes of maintaining 

internal borders and to increase economic interactions and so contribute to political stability. 
Significant differences in customs and most other taxes would provide individuals and firms with 
incentives to avoid and evade taxes. Importation, production, and sales would shift to the lowest 
tax areas. Hie effects of differential tax rates would be mitigated if llie Entities were prepared to 
cooperate to avoid destructi\ c tax competition (competitive reductions in tax rates by each Entity 
to divert business from the other Entity) and to monitor evasive activities. In the foreign-trade 
area, the Dayton Agreement calls for State determination of uniform customs policies across 
Bomia and Herzegovina-^ttut is, no custcmis duties should be anttiorized that have not been 
approved by the State government. The next priority is for the Entity custmns administrstiais to 
be linked and their work coordinated. 

Other tax reforms, sudi as the possible introduction of a VAT in the fiiture, should be 
shiqied witfi similar concerns in mind. If production occurs in two Entities, VATs incurred in the 

Entity where the first stage of production takes place will be deducted from VATs incurred in the 
Entity where fmai production occurs. Administrative cooperation between the Entities will be 
needed to resolve conflicts over the magnitude and location of taxable production activity. When 
VAT rates are different, incentives for tax avoidance and the likelihood of inter-Entity 
disagreements about tax liabilities increase dramatically Thus, rates for any fiiture VAT should 
be set at the State level. Moreover, to minimize such inter-Entity administrative complexities. 
State administrBtion of a future VAT is likely to prove advantageous. 

Problems of unhealthy tax competition and administrative cooperation are less 
pronounced for excise taxes and import duties. For these taxes, the location of taxable activity 
(consumption) can be detemiined more easily, and die taxes are less subject to evasion. 
Cbmmodities subject to excise taxes are uaially handled by a small number of distributors, are 
produced by a few domestic firms, or are imported, so excise and import duties can be collected 
at one of these limited number of locations. Still, suice many imports likely will enter through 
the borders of one Entity for consumption in die odier, information must be collected at the 
border and from importers to ensure that import duties are directed to Ae sqjpropriate Entity. 
Stamps and other identifiable markings can be placed on commodities to ensure that the tax on 
some commodities (such as cigarettes and alcohol) has been paid to the correct Entity. Pressures 
on administrative capacity will be eased 'considerably, however, if lower, uniform import duties 
were in place; incentives for abuse in the distribution of revenues across Entities would drop 
conespondingly. Hie assignment oftaxn is discussed in greats detail in the following section. 



25 



Assigning responability for aqfenditures and revenues within the Entities 

The Dayton Agreement 
provides fx difl bre noea in die intra- 

Entit}' fiscal arrangements of the two 
Entities (Figure 3.2). Hie Federation's 
canton structure was intended to 
aooommodate different demands for 

public services and to allow greater 
local control over service levels. 
Republika Srpska, in contrast, is 
exfetted to mainlain its centralized 
^proach. In both cases, allocating 
local public-expenditure responsi- 
bilities and revenue between the levels 
of government is a key policy issue. 
But, it is particularly relevant for the 
Federation, given its greater de- 
centralization and the role cantons play 
in piovidiiig nugor social and 
govemmental services. 

Expenditures 

Several considerations should govern the assignment of public-expenditure 
responsibilities between the State and Entities and between Entities and cantons and 

municipalities: 

Efficiency Public serv ices that are most efficiently provided on a large scale (acute care 
hospitals, colleges, water treatment facilities) should be the responsibility of higher levels of 
government. Although in some cases local governments might be able to woric together to 
provide these services effidendy, sudi cooperation is unlikely when there is political teosioii 
between jurisdictions. 

Benefit spillovers: Public services that affect people who live outside the municipality or 
canton vAKxe tbc service is provided should be provided by hi^ier levels of gove rnment. 
Sewage treatment fittilities are sometimes in diis category. 

Differences in expentHiure preferences: Preferences fiir local public oqienditutes might 
vary across jurisdictions. To die extent that di^ do, overall welfiue is raised if lower levds of 
government have more control over public oqienditurBS and can adjust diem to die prefer e n ces of 

residents in different jurisdictions. 

Equity: Local jurisdictions have different capaci^es to raise revenue. The greater are 
these differences, the larger are the inequities that result when jurisdictions must rely on local 
revenue sources to meet significant expenditure responsibilities. Having higher levels of 
government provide services or using intergovernmental grants to increaie revemei in poorer 
areas can reduce interregional inequality. Dealing widi. these important eqjuly considerations 
will be difficult given tlie low political tolerance for cross-subsidies. 



Figure 3.2 Bosnia and Herzegovtm 
Fiscal Structure 
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The Dayton Agreement: The Dayton Agreement assigns responsibility for social wel&re, 
heahfa, and education to tiie cantons. Defense expemfituies, on Ac oAer hand, are tiie 
lesponsilnlity of tiie Federation and Republika Sipska. 

Making expenditure assignments therefore involves tradeoffs: equity and economic 
efficiency are often enhanced when higher levels of goverament are responsible fixr service 
provision, but such an assignment is not sustainable if local expenditure preferences divoge 

significanth' or if there is little political tolerance for cross-subsidies. One assignment of 
expenditure functions that minimizes the cost of these tradeoffs is shown in Table 3.3. Since 
Republika Srpska does not have cantons, services assigned to the cantinis need to be assigned 
either to municipalities or to Rqmblika Srpska. The assignments listed in tiie table vary by 

service, but are consistent with the broad principles outlined above. For example, intercity 
highways are assigned to Entity governments, while secondary education is assigned to 
municipalities. 

The 1994 Federation Constitution assigns several functions to the Federation 
government, including defense, federal police. Justice, and customs administration. It would be 
reasonable to assign additional functions to the Entity governments, including 
teleoonamunications, university education, some health care, mtereantoDal tian^iort, 
environmental control, and some social welfare fimctions (see Table 3.3). These services either 
have intercantonal spillovers or exhibit economies of scale that will not be exhausted at the 
cantonal level. 



TaMeJJ am ii^M i iided Assie—t rfFaMic Factions 



Service Category 


Type of Service 


Government Level 


Heath care 


Primary 


Municipality 




Seoondvy (e4|., hoqiitid*, ouralive) 


Culaa 




Tertiary (infeotiwi dtseuQi reiewdi) 


Entity 


Education 


Primary 


Municipality 




Secondary 


Ctttton/Manieipility 




Universirv' 


Entity 


Transp«rtation 


Roads/Highways (intracity) 


Municipality 




Roada/Highvwyi (mtBidty) 


Canton 




Avpofts 


En% 




Piri>Hc Transpcrtelion (nUracity) 


MuninpBfily 




Public Transportation (intercity) 


Entit> 




Private Transportation, Taxis 


Canton/Municipality 


Environmental 


Air/WatBrPolhitiaa 


Canton 




Water/Forertty 


Entity/State 


Housing 


AU 


Canton 


Solid wiste, water, sewer, fire 


An 


Munidpality/Caataa 


Land use/zoning 


All 


Municipality 


Licensing/ r^ulation 


AU 


Canton 


OnHunJ poltcy 


AU 


Cmtoo 


Tourism 


AU 


Canton 


SiKial vveltare 


AH 


Canton/Entity 


Tclcci)niiiiuiiitatinn> 


All 


Hiitit> Stale 



The Constitution makes cantons and municipalities responsible for services, including 
much of health care, education, housing, fire protection, and utilities. Since potential gains from 
laige-scale productirai are limited and there are few interregional spilloveis, ««figwii^ taeac 
fimctions to tiie Eirtities would not greafly inoease economic effideocy. In addition, service 
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preferences are likely to vary. But, the regions' different abilities to fund services will create 
significant inequities, exacerbating interjurisdictional tensions. Inequity could be eased by 
having j&itities i^sume responsibilities for some locally assigned public expenditures and by 
providing intergovenunental grants to poor jurisdictions (cantons or municipalities) These 
approaches could create political difficulties, gi\cn that the political strains induced by the 
transfer system were a key contributor to the collapse of the former Yugoslavia. Hius, any 
transfer system designed to minimize laige inequities must tate great <are to minimize pdential 
sources of political tension. One fimdamental requiranent for easing tensions is to use otgective 
and transparent indicators, to determine intergovernmental redistributions and to dedde (m 
Entity-level expenditures that affect jurisdictions differently. 

Revenues and taxes 

Several issues are involved in the implementation of a tax system: administering the tax, 
vAaxii includes collecting the tax, auditing taxpayers, and asforcing the tax law; (tefining the tax 
base and setting tax rates; and assigning ownership of revraue firom the tax. In prindple, poli(^ 

making and revenue ownership for any tax administration can be assigned to different levels of 
government. The level of government that collects a tax does not have to be the one that sets the 
tax rate or gets the revenue. For example, revenue from State or federally imposed and collected 
taxes can be — ^and, in other countries often is — shared with lower levels of government 

As with expenditure responsibilities, several criteria affect the assignment of tax 
revenues: 

• Each level of government must be able to fiind the serv ices for which it is responsible. Some 
cantons (municipalities) will not be able to meet their expenditure obligations for the taxes 
over which they are assigned owneiriiip umter the T^cjfUm A gre eme nt . As a result some 
transfers fhnn tiie &itity (canton) will need to be considered, either in the fomi of budget 
transfers or the assignment of revenues from taxes collected by higher-level government s . 

• For some important taxes it is difficult to define the canton m municipality where the taxabte 
activity occurs. For example, for the corporate income tax, tiie taxable activity could be 

defined as taking place where the corporate headquarters is located, where the work force or 
capital is concentrated, or where sales are concentrated. This ambiguity will make it difficult 
to divide the revenue between different cantons or municipalities; thus, the revenue should be 
assigned to higher levels of government. 

• Governments have few incentives to set rates efficiently and invest resources in tax collection 
if tax revenues flow elsewhere. For example, cantons will exert less efifort to collect sales 
taxes if they do not receive revenue fiom them. 

• Near-teim decisions on revenue assignments are fixed in the Dayton Agreement and the 
Constitution; these arrangements create considerations in addition to the economic criteria 
listed above. 

Administrative capacity is a significant constraint on many countries, including Bosnia 
and Herzegovina. Given scarce administrative edacity, the most ^cient way to ^minister and 
collect many major taxes (customs, excise, wage, personal income) is to centralize collection at 
least at the Entity level and, in the case of customs taxes, eventually at the State level. Thus, the 
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current practice of using municipal tax collection offices in the Bosnian, Croat, and Serb areas 
needs to be Feconsidered over the medium term. About 90 tax offices operate in the Federation 
and 60 in Rqniblika Sipdca. One aigument for tiiis syttrni is that local ofiBoes have bean* 

information for determining tax liabilities. But using such a large number of ofiBccs is an 
inefficient way to collect taxes in a modem economy, a handicap tliat should be noiganized as 
tax administrations are reformed and modernized. 

Further, for the most important taxes (including excise, corporate income, personal 
income, and sales taxes), the tax base should be defined and tax rates should be set at the Entity 
level with the two Entities working together to define these variables as similarly as possible. 
Entity-level detemiinations of tax rates and bases are preferable for tiiese impoitant taxes for 
these reasons: 

• Uniform rates and bases make tax administration easier for the government and tax 
compliance easier for ooiporatims and individuals involved in cross^urisdictional business. 

• Tax competition might cause costly rate-cutting wars if lower levels of government set tax 
rates or define the tax base, if the taxable activity or factor of production is mobile. Should 
this occur, diere will be efficient losses due to tax avoidance and a significant erosion of Ae 
fiscal base/ 

• However, when the potential for tax competition is small and when tax administration can be 
handled more efiBdandy at Ae local level (such as wifii pmptaty taxes and real estate 
transfers), allowing local governments latitude over bases and lates will allow difierent 
juiisdictiMis to satisfy differait preferences for local public services. 

Table 3.4 summarizes a set of tax assignmmts that is. oonastent with these criteria. The 
rales for revenue ownership mandated in the Dayton Agreement are reflected in tiie final column. 

However, tax assignments should not be expected to remain in place indefinitely, given that 
demands for services, and revenues from taxes, change over time. Still, any assignment should 
be maintained for a reasonable period of time to easnn predictable revenue flows. 

Two examples illustrate the logic behind the tax and revenue assignments. First, Entities 
should set the basic rates for wage and personal income taxes, and cantons should be allowed to 
impose surchaiges. This approach gives cantons some flexibility ^lile reducing ibe potential for 
rates being driven downward by tax competition. Since it is easy to measure where the taxable 
activity occurs (for example, where the worker works, for payroll tax purposes), revenues could 
easily be assigned to cantons or municipalities, as well as to the Entities. 

Second, municipal govemmoits should set tax fates and be assigned revenues for real 
estate and prc^ieity taxes. Since the tax base is immovable, municipalities could set their own 

rates, within reasonable bounds, without risking excessive tax competition. And, since the 
location of real estate is clearly defined, assigning the revenue to the municipalities is consistent 
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Although many countries have decentralized tax systems, the political reality in Bosnia and 
Herzegovina makes ad hoc interjurisdictional cooperation more difficult than in many other 
counlrieSi 
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with the above criteria. Municipal governments also might administer the tax, since they will 
probably find tasks such as valuing property easier and less expensive than would higher levels 
of govenunent. 



Table 3.4 Summary of Suggested Tax Assignments 



tax lypv 


1 ax AonunissmuoD 


Tav Ra«A anil Tat l}a#»G 

1 ax DHsc null aiiivs 


ncVcDUc ^/wnciallip 




nniiiy 


oiaic 


cniiiy 


Excises 


Euuiy 


iiiiuiy» surcjiargeis uy 
canton or municipality 


uiiiiy. Canton or 
municipality at rdnl kvd 


Wage and pemmal income 


Entity or canton 


Entity; surcharges by 
canton 


Entity, canton, and 
nmnicipality* 


CoipoFBte income 


Entity 


Entity 


Entity 


Sales tax (retail level) 


Entity; feasible but 
difficult for cantons 


Entity; surcharges by 

canton 


Entity, canton and 
municipality* 


Property tax 


Municipality 


Municipality 


Municipality* 


Real estate transfers 


Municipality 


Municipality 


Municipality* 


Motor vehicles 


MunicqMlity 


Canton 


Canton and municqMlity 


Social Security 
contributions 


Entity 


Entity 


Funds 


User Fees, Social Services 


Service provider 


Canton or municipality 


Service provider 


User Fees, Utilities 


Service supplier 


Service supplier (subject to 
regulation) 


Service supplier 


VAT 


State 


State 


State. Entity, canton 


* The Constitution assigns revenues from Excise and Customs to the Entities and sales, income, and property taxes in the Federation 
to the Cantons. Therefore, these recommendations lequiic the appropriate govenunnrts to reach revenue sharing agreements. 



Implementing tax and revenue assignments consistent with these recommendations and 
the Dayton Agreement will require considerable progress in cantonal and municipal organization. 
AMuni^ all 10 of tiie Federation's cantons have been l^ally established in at least a 
rudimentary fonn, some (notably Tuzla, Bihad, and Zenica) are more' advanced. Laige 
administrations have been fomied in these cantons, with Tuzla having more than 250 employees 
and Bihac about 140. Other cantons have elected a parliament and a president and have 
appointed tiie cantonal cabinet. However, they still have to deteimine their responsibilities 
relative to their constituent municipalities. In Republika Sipsica, municipalities share in tax 
revenue under sharing formulas established by Republika Srpska's Parliament. The payments 
bureau transfers revenues directly to mimicipal accoimts according to those formulas. Although 
these develo pmoi t s are important, much more needs to be done to develop Qansparent rules for 
inteigovemmental transfeis and to qipiopiiately assign government expenditure reqionsibilities. 
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Chapter IV 



External Debt Management 

To a large extent. Bosnia and Herzegovina's access to external financing will depend on 
early resolution of its debt problems and the effectiveness of external borrowing arrangements. 
Creditois avmd oountries where legal and intfitutional anangsments are unootaiii, prooednres for 
dedrion making in bonowing are undear, and momtoring of debt transactions is weak. Only 

with a strong debt-management system will Bosnia and Herzegovina be able to diversify its 
sources of external finance to contain the cost of borrowing once grant financing is depleted. 
Such a system will require clarifying responsibilities for foreign borrowing between the State and 
its two Entities and ensnring dM service through efiBcient l^gal and institutional anangements. 

Dayton Agreement Laid Out a Broad Framework for External Borrowing 

Hie Omstitution adopted as part of Ae Dayton A gre ane n t provides oertam parts of tiie 

comprehensive framework that is required for external borrowing (Box 4.1). Borrowing 
authority and debt servicing are covered only generally, however Two clauses are particularly 
important in determining the constitutional framework for extemal borrowing: one recognizes 
the State govenunent as reqxmsible for intematianal obligations; and die other reoogniaaes die 
Entities as responsible for providing die State government with die financial assistance it needs 
to honor these obligations. 



Rox4.1 BonUaadHmegwina: CoastUutioul Pivviiieiii on Extenud Bmrrowfaiig 

The Constitution incorporates the following clauses on extemal borrowing: 

Article III lists as one of the re^nsibilities of the Government of Bosnia and Herzegovina: "Finances of 
die institirtiras and for die inteniationalobttgaticms of Bosnia and HcRt^lov^ . 

Artlde m lists as one of die re^ponsibilidfls vS die Eadties: to "ixovide all necessaiy assistance to die 
govenunent of Bosnia and Henegovina in onler to enable it to honor die intematiooal obligations of 

Bosnia and Herzegovina. .." 

Article IV assigns to the Parliamentary Assembly responsibility for "deciding upon the sources and 
amounts of revenues for the operations of the institutions of Bosnia and Herzegovina and international 
obUgadons (tf Bosnia and Heraegovina.'' 

Artide vm states tfiat dw "Paritamentaiy Assembly dudl eadi year, on the proposal of die Rpesldency, 

adopt a budget covering the expenditures required to carry out the responsibilities of the In f ri^ ^ iflw n f of 
Bosnia and Herzegovina and the international obligations of Bosnia and Herzegovina." 

Article VIII specifies that the "Federation shall provide two thirds, and the Rq)ublika Srpska one third, of 
die revenues leqntaed by the budget, exoqit insobr as revomes are ndsed as ^ecified by the 
Pariiamentaiy Assembly.** 

Finally, the Constitution states that "each Entity ma> nlso enter into agreements widl States and 
inteniatioaal oiganizations with the consent of the Parliamentary Assembly." 
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Another important provision in the Dayton Agreement relating to debt management is 
tfut die Stale has no indepoMleiit tax auAority imless Pariiament grants it This and otiber 
provisions impose serious constraints on die design of the ddA-management system 

(see Box 4 1). For example, separate borrowing and debt-ser\'icing authorities create a specific 
free-rider problem: if one Entity defaults, both the State and the other Entity's ability to borrow 
will be jeopardized. To address the fiee-rider problem, the link between the borrowing authority 
and debt-aerviciiig mechanism must be exoqitionally sOoag. Hie e£Bdency of external debt- 
servidng arrangement s will cnidally depend on die parties' commitment to coopeniion. 

Two issues must be clarified in order to establish an effective external borrowing 
anangemeiit widiin die broad fiameworic provided in the Constitution: die boirowing aiidiority 
and modalities; and the ddM-servicing medumism. 

External borrowing responsibilities 

Borrowing arrangements must take into account both the preferences of creditors and the 
fiscal arrangements in Bosnia and Her:,egovina. Many creditors, particularly those holding old 
claims, might prefer or be obliged to conduct their financial relations through State-level 
institiitioas. For example, for multilateral institutions like the Worid Bank and die International 
Monetaiy Fund, die sovereign borrowing audiority is the State which is constitutionally 
recognized as responsible for international obligations and is a statutory member of both 
institutions. But, imder the highly decentralized structure created by the Dayton Agreement, the 
Entities are able to tax and collect customs duties and so have greater fiscal capacity and greater 
ability to service debt. Precluding the Entities from external bonowing that is not guaranteed by 
the State would create an extremely centralized borrowing modality in which each Entity 
potentially has veto power over borrowing by the other Entity. Such an arrangement is 
unrealistic under current circumstances. 

Thus, a law on external debt needs to be adopted to clarify the mandates and functions at 
each level of government and identify subsidiary responsibilities of Entities and Entity 
institutioiis. Such a law is being prepared by die Debt Negotiation Committee, which inchides 
representatives fiom the State and the two Entities. The draft law details the responsibilities of 
the State and the Entities in external debt management and the coordination mechanisms between 
them. This legislative work has benefited from significant support firom the Office of Technical 
Assistance of the U.S. Treasuiy. 

Under the arrangement being considered, the State w ill be able to borrow on its own with 
Parliamentary approval. The State will also be able to borrow on behalf of the Entities. The 
Entities will be Me to borrow by themselves as well (widumt State guarantee). Direct external 
borrowing by the Entities has the status of local government borrowing. Since the State has a 
narrow fiscal base and will not be able to support borrowing on its own, the legislation provides 
for the cross-indemnification of State borrowings by the Entities. 

Once economic recovery is well advanced, a significant portion of investment needs may 
be financed by private external lending to private economic agents Lending to public 
institutions such as cantons or public enterprises could also be allowed, without necessarily 
involving die State or Entities. Such lending can be guaranteed with State pariiamentaiy 
approval. Ovet die next few years, the nongovernment sector might be able to borrow externally 
only widi a payment guarantee finm die government. 
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The proposed debt-servicing mechanism will enhance Bosnia and Herzegovina 's credit- 
worthiness 

EstaUishing a clear budget mechanism for debt service, both for new borrowing and 
restructured old debt, is also crucial to implementing the proposed legislative firamewoik and 
ensuring the maintenance of nonnal relations with foreign creditors. Given the State's weak 
fiscal base, hs credence as a sovereign bonowing auAority would be impaired without a robust 
debt-servidng medianism. 

Under Ibe ddit-fnanagement setup estid>lislwd by tiie draft legislation, the State would 
setvice external dd>t witib resouioes provided by die Entities. The Entities will collect customs 

duties and taxes, and, therefore, will retain ultimate control over debt-servicing capacity. The 
Entities will transfer resources to the State budget to service three categories of debt: loans 
contracted directly by the State, loans contracted by the State on bdialf of the Entities; and 
restructured old ddrts. The l^islaticm being prepared incorporates seveial medundsms to 
address the free-rider problem, the establishment of a mechanism to fiMilHate Stable cash flows 
fijom Entities to the State, and servicing of restructured old debt. 

Free-rider problem. Hie draft law qualifies only die State's extnnal borrowing as 

sovereign debt. Thus, state debt has seniority over an>' other external borrowing by the Entity, 
cantonal, and other local governments. Under the Constitution, the Entities are obligated to 
provide resources to service the State's external debt, both that inherited from the former 
Yugoslavia and that contracted by Bosnia and Herz^ovina itself. The State's borrowing is 
ccmtrolled by the Pailiamentary Assembly, widi rqireaeotation fixm all parts of the oountiy. 

Transfer of resowcesfirom Entitles to tiie State far debt sendee. BxiBmal dtkit service is 
treated by the legislation as a pemianent and indefinite an>ro|Miation finm eadi Entity's budget 

Entities must provide to the State estimates of their revenues prior to the start of each fiscal year, 
and the State will supply to them estimates of fiiture debt-service needs. During the year the 
resources required for debt-service payments will be transferred by the Entities to a special debt- 
servicing account managed by die Central Bank ^nobably by die wi^ of die Payment Bureau). 
These transfers might be derived from any given stream of tax revenues, or might come in the 
form of payments by the end-user enterprise to which the State and the institution had passed the 
borrowed funds. The responsibility for debt-service payments to external creditors rests with the 
governments diat contra^ed the debt, not with the enterprises diat used ihe fimds. To ensure 
transparency of debt-service flows, transfers to the State from the Entities for debt service will 
likely be separate from those for the State administrative budget 

Dealing with old debt. Transparent debt-servidng mechanisms are essential for 

successful renegotiation of old debt, a pressing task confronting the State government. In the 
process of defining the debt-management arrangements, both Entities have agreed to divide the 
debt-service payments according to the final beneficiary principle. The Entities have not, 
however, worked out a debt-tendce rado on die basis of this piindple. Ihe draft legislatioa 
requires that the Entities woric out the division of debt-service responsibilities by May 1997, 
This arrangement enhances the credibility' of the debt-servicing mechanian and, therefore, 
facilitates the renegotiation of the external debt of Bosnia and Herzegovina. 
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Setting Up a New Debt-Management System at the State Level Is Critical 

Establishing a debt-management unit at the State level is a priority. The unit must focus 

on two urgent tasks: rescheduling the stock of old debt; and managing the new financing that 
will increasingly flow in on loan terms rather than as grants. The unit should have three main 
functions: 

• Preparing and negotiating loan agreements and monitoiing the use and repayment of 
government and government-guaranteed loans; 

• Developing and implementing an external debt recording s\stcm aiid monitoring all 
government and government-guaranteed loans, including the keeping of a debt ledger and 
producing of debt reports, and 

• Formulating proposals for debt strategy and policy, including setting an annual borrov.ing 
limit and determining sustainable borrowing levels Tliis function includes the analysis of 
major borrowing policy issues, the monitoring of developments in international finance, and 
d^ ven^ottation. 

TTie debt management unit will maintain a database of all State debt obligations, monitor 
oompliance with terms and conditions of extemal debt arrangements, prepare assessments for the 
Entity goveimnents on their shares of debt service, and monitor deposits to the State debt- 
servidng account by the tax-levying governments. Should the required transfers to the debt- 
servicing account fall short of w hat is needed, the unit will notify' the relevant agencies and take 
other actions to protect the regularity of debt-service payments. As the portfolio of external 
obligations grows, other fimctions, such as risk management, may be added. 

In the longer term, the unit will have to elaborate proposals for the national borrowing 
strategy, which will be adopted and implemented by the State government in close consultation 
widi Ifae Entities. A key element of tfie borrowing strategy is the annual borrowiitg limit, 
adopted as part of tfie annual budget. The bonowfaig lunit slKwdd be based on estimates of tbe 

country's long-term capacity* to incur and cany debt. The limit should include all forms of 
borrowing, including loans taken directly and those guaranteed by the State. These estimates 
will be a key task for the debt-management unit. 

Since part of the State's extemal borrowing may be undertaken on behalf of the Entities, 
and since the Entities will borrow on their own. Entity Ministries of Finance will need to monitor 
their own obligations as well as the obligati(His of enteiprises located on their tenitoiy. To do so, 
the muustries will need to establish their own debt-monitoriqg units. Tlie State's debt- 
management unit and the Entities' debt-monitoring units will have to cooperate closely, 
preparing assessments of the future debt service. 

At tile policymaking level, it mi^ be usefid to establish a high-level coordination 
committee to reconcile the van, ing interests of groups and industries as end users of borrowed 
resources. This committee should have senior representation from all relevant agencies, at both 
tiie State and Entity levels. The Debt N^otiation Committee is a good prototype for such a 
high^evel coordinatim body. 
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Foreign Trade and Customs Administration 

Foreign-trade policy is an important component of economic management in all 
countries. Its relative importance to Bosnia and Herzegovina is particularly great given the 
countiy's small size and spedal dfcumstances. b small countries imports and exports tend to 
account for large portions of GDP. Since Bosnia and Herzegovina's industrial base has been 
completely disrupted by the breakup of the fonner Yugoslavia and severely damaged by the war, 
trade policy will be very important in determining the sectoral composition of economic growth 
as well as the rate of growth itself. Rapid development of exports is particularly impoitant to 
^nerate both employmoit and die foreign exdiange required to finance imports. 

Creating a Liberal and Transparent Trade Regime Is a High Priority 

A high level of trade dependency and export-led growth would not be new for the 
economy Before the war, the economy was closely integrated with the former Yugoslav 
economy and, to a lesser extent, with the socialist bloc and the rest of the world. A wide variety 
of Bosnian products were e^qported, some directly and some dirough fbaocr Yugoslav trading 
companies located outside Bosnia and Herzegovina. Trade with Eastern &uope and die former 
Soviet Union was extensive, albeit usually on the basis of bilateral trade arrangements tatfaer than 
driven by market forces. 

This trading experience of many fimis in both Entities should prove an important asset in 
rapidly rebuilding export markets But. prewar trade was often based on political decisions about 
the location of industrial investments or on extensive direct and indirect forms of subsidization 
and inctedion. In part because the coi^uct of woild trade has changed substantially in die 
199(hs, and in part because of tighter budget lesources dun in die past, bolfa the conduct and 
patterns of Bosnian foreign trade will need to adjust. 

In 1996, both the Federation and Republika Srpska showed signs that trade is growing 

rapidly, albeit from very low levels, especially in the FcMieration. Most of the increase, however, 
is in imports of consumption goods and fuels. Imports of industrial raw materials and 
intermediate goods and export growth are lagging, corresponding to low capacity utilization. In 
1996, total merdumdise exports were estimated at US$336 million and imports at 
US$1,882 million. Hiis massive trade deficit is being financed by direct fotngn aid, by the local 
spending of foreigners (including UN and Special Forces (SFOR) persormel), and by remittances. 
Over time, these sources will diminish, and imports will need to be financed increasingly by 
wspott earnings. 

Thus, the authorities must quickly introduce and maintain a sound foreign-trade regime 
that allows enterprises operating in free markets to determine what will be traded and with 
i^crni. Sudi a r^ime is essential for rapidly restoring export growdi and maodmizu^ the 
potential ^uns from trade opportunities. The following sections review the cunent polides and 
anangemoits for regulating forragn trade mA idmtify needed reforms. 
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The Two Entities Have Adopted Different Policies and Procedures 

Republika Sipaka's fbtagprtadB law is patHemed on the laws of the Federal Republic of 

Yugoslavia; the Federation's law is patterned on the laws of the Republic of Croatia. Both 
Croatia's and Yugoslavia's laws are in turn modified versions of the laws of the former Socialist 
Federal Republic of Yugoslavia. These laws give the governments considerable discretion in 
managing and directing trade. Bodi Entities have laws covering licensing requirements and 
classifying import and expoit goods into time catteries: those that can be bought or S(dd 
without restriction, those requiring licenses, and those subject to quotas on physical quantities or 
values. In addition, there are a varied of trade taxes, duties, and excise taxes. Governments 
have wide authority to grant exemptions, whidi are widespread. There are dso fiueign-exdiange 
restrictions on the Bosnian dinar (used in Bosnia-majority areas) and Ae Yugoslav dinar (widely 
used in Republika Sipska). 

AMiough the l^al fiamewoik for foreign trade is broadly similar in the two fidities, the 

Federation has gone further in liberalizing its regime (Table 5. 1). Federation authorities report 
that exports are not subject to any quotas, taxes, or tariffs, or special licensing requirements. In 
addition, there are no quotas on imports. There are, however, licensing requirements for imports 
of phannaoeuticals, weapons, and certain categories of livestock and agricultural goods (mainly 
for rqnoductive puiposes). Ihe Federation had adcqrted Croatia's tariff rate stractnre, with an 
average tariff of about 13 percent. In addition, there are stamp taxes, a general 10 percent levy 
to finance reconstruction, and special excise regimes on goods such as fiaels. The government 
can grant exemptions for general categories or case by case. For example, firms engaging in 
reooastiuotion activities do not have to pi^r the 10 percent rec(»DStiuction tax. Since it is 
impossible to conclusively define recoostniction activities, tiiis exenqitian opens Ibc door to 
abuse. 



Table 5.1 Simple .\\ er;t};i: l aritl Rate in the Entities i)t Bill, end VVJd 



Simple Average 



Simple Average 
Applied Rate 



Standard Deviation 



Agricultural products, fish 
Indnstrisl products 
Total 



Federation 

2.7 
3.0 
3.0 



RS 

8.7 
11.1 
10.S 



Federation 

12.7 
13.0 
13.0 



RS 

26.7 
29.1 
28.S 



Federation 

2.6 
2.9 
2.8 



RS 

5.1 
5.3 
5.3 



Sooree: Derivdl fl«n date conqiHled 1^ the European Un^ 
Note; AgricultBgdprodiicta cover chaptmil throu^ 



Republika Sipska maintains import quotas on certain foods, tobacco and alcohol 

products, and fuels. The authorities consider these items important primarily because of their 
role in promoting the recovery of domestic industries and anticipate their removal once recovery 
has occurred. In addition, Republika Sipska has adopted the tariffs used by the Federal Republic 
of Yugoitavia, vAadt are much higher on average (28.5 percent on an unweighted basis) than 
those in the Federation and vaiy widely lEbr protectionist reasons.' Exempticms are qiparendy 



baports fom Croatia are dnty-fiee and subject only to a 1 percent tax. 
iBVorts from die FRY are duty-free and subject only to a 1 percent tax. 
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widespread, however. There are also export quotas and taxes on certain raw materials such as 
livestock, meat, dairv' produce, products of the milling industry, tobacco products, ores, slag and 
ash, works of art, and antiques. However, there are few quantitative restrictions for industrial 
manufactures. They affect selected leather products and wood products. 

During the war, Bosnia and Herzegovina's customs administration was split into three 
administrations: the Republika Srpska administration, the Bosniac administration in the 
Bosniac-majority areas, and the Croat administration in the Croat-majority areas. In 1996, a 
unified Federation Customs Administration was established, replacing the Bosniac and Croat 
administrations. There was also some limited coordination between the Republika Srpska 
administration and the Federation administration. Nevertheless, with different administrative 
procedures and infrastructure facilities between the two administrations, there is an increasing 
danger of mismanagement of customs revenue collection and tax evasions. 

Trade Policies Must Be Reintegrated and Reformed 

Cross-country evidence demonstrates that trade protection measures are costly and rarely 
effective. The benefits of liberalizing foreign trade are perhaps clearest in the transition 
economies moving fi^om socialism to market economies. Radical trade liberalization has 
occurred throughout Central and Eastern Europe and in countries of the former Soviet Union. 
Tariff levels have been reduced, and quotas, licenses, and special lists have been scrapped almost 
entirely. These adjustments have been accompanied by rapid growth in trade (especially of 
exports to the West), which has been the leading component of economic growth in almost every 
transition economy. Cross-country studies also indicate that trade reform is most sustainable — 
that is, least likely to be reversed — when deep reforms and liberalization are introduced rapidly 
rather than gradually. 

Bosnia and Herzegovina should initiate trade reforms as soon as possible. The main 
liberalization steps—reducing tariffs and removing nontariflF trade barriers—should occur now, 
ahead of the recovery rather than being introduced gradually, as industrial output recovers. 
Otherwise, trade policy that leads to distorted relative prices among tradable goods will also 
distort the allocation of resources. And, once enterprises get used to protection, it is exceedingly 
difficult to remove it. 

The Federation and Republika Srpska rely on customs duties for 10 to 15 percent of their 
budget revenues. Since lowering trade taxes should be an essential feature of a comprehensive 
liberalization program, this large share presents a dilemma. At a minimum, all exemptions 
should be eliminated to allow average rates to fall. In addition, as discussed in the fiscal policy 
section, there are feasible ways of replacing most (if not all) customs revenues with broad-based, 
less distortionary taxes, some of which (such as excise taxes) could be administered using the 
customs services. This arrangement illustrates the link between different aspects of policy that 
require reform. The Dayton Agreement requires the State to determine a uniform customs policy 
and a common external tariff with the rest of the world. Until now, foreign-exchange restrictions 
have been an important trade barrier except in the Croat-controlled portions of the Federation that 
use the Croatian kuna. These restrictions can be eliminated once the new Central Bank is 
established as a currency board, since the currency board system requires full convertibility on 
the current account. 
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At the State level, the agenda in foreign trade should be to: 

• EMabliah a common external tariff structure that has neariy unifinm rates and as low an 
avenigs rate as possible (say 8 percent for all goods), with no exemptions; 

• Enact a new foimgn'trade law tiiat would limit (in both Entities) tiie scope for i a terv a B ti on 
and limit quantitative restrictions to cases vAnue healtii or safety issues are involved; and 

• Negotiate accession to the World Trade Organization and broker agreements on trade 
liberalization with otfier trading paitneR (sudi as llie European Uni(m). 

The first step is the preparation and adoption of relevant laws governing foreign trade. 
The laws being prepared now include the Law on Foreign Trade Policy, the Law on Customs 
Piolides, and die Law on Customs Tarififb. The State and Entity governments should not be 
directly involved in conducting trade or in negotiating commercial agreements on behalf of local 
governments or Bosnian firms. Moreover, the Entity governments should reficain from extending 
exemptions from the remaining trade taxes. 

The Entities need not wait until the common trade policy law beiqg prepared is adopted 
by the State parliament to accelerate their liberalization programs Measures can be taken 
immediately to reduce the govemments' discretion in imposing trade restrictions. Tariffs can be 
lowered at the same time that otfier indirect taxes are brradened in base or ndsed in rates. 
Procedures for registering, licenang, and handling foreign exchange can be simplified. In 
Republika Srpska. all quotas and taxes on exports should be eliminated. In the Federation, 
licensing procediures should meet European standards. 

Under the Dayton Agreement, customs administration is to be conducted at the Entity 
level. Tax evasion can be limited and revenues remitted to the appropriate government if the 
Entities cooperate. To this end, the administrative procedures of the two Entities should be 
hannonized to tfie greatest extent possible, and parallel investmrats should be made to upgrade 
die infiastiuctiue fecilities for bodi administrations on a simultaneous basis. 



Part Two 



Moving Toward A Market Economy 



Recnnstniction and economic recovery in Bosnia and Herzegovina are too hig a task for 
the public sector alone. A key element of economic reform is to continue the transition to a 
market economy with a vibrant private sector. Regional experience has shown that such a 
transition requires sinadtaneous eiffbrt in three related areas: privatidng Slate- and sodalfy- 
owned assets, developing a .'supportive business environment for private firms, and creating a 
disciplined and competitive financial .sector. The Entity governments will play the leading role 
in these efforts, though some coordination mechanisms for inter-Entity issues at the State level 
will also be neetkd. Both Entities have moved forward rapidty in developing Ifte legfd 
framework for mass privataaHon of enterprises. Now. they must develop the institutional 
capacit}! to implement the programs. Coherent laws, functioning courts, and predictable tax 
administration are also needed to encourage foreign investment and domestic entrepreneurship. 
These changes imply a new paradiffu for the government's role in the economy—mffier them 
controlling the economy, the government must now manage it. As the government sheds its role 
of inefficient producer, it can focus on providing social services and other public goods and 
regulating productive activities. 

Largfi conglomerates dtrnana^ Bosnia and Herzegovina 's /wvwor economy. Mtut 

parts of many conglomerates are no longer viable due to physical damage, obsolete technology, 
and lost markets. Major structural changes in the economies of trading partners mean that the 
demand for some conglomerates ' output has dinanished Price distortions that prevailed prior 
to the war are no longer there or are being removed. And, subsidies and trade protection thed 
were essential to the viability of some activities have been phased out or should be in the near 
future. The challenge will be for each Entity to identify the parts of the conglomerate that are 
salvageable— that is, acU>HHes far whidt maHcets exist and private investors can he found— md 
to move them ca quiddy m possible into tiie private sector. Doing so wtU require changing 
laws, clarifying investment regidations. and adopting a flexible posture and realistic 
expectations on what the newly-privatized companies will produce and how much employment 
they will generate. 

The financial sector poses additional challenges. There are 52 small banks operating in 
Bosnia and Herzegovina; 42 are in the Federation and I J in Republika Srpska. Most of these 
banks are insolvent, with uncolkctdble loans foar outstripping capital StruOural problem and 
war damage have led to a crisis in the bcaddng sector that must be addressed. Moreover, many 
of these banks have limited experience with managing credit and mobilizing deposits and 
currently focus on generating-fee income from transfers and other services. Progress on bank 
monitoring and supervision must be continued Rapid privatization or Uqiddatton of Ifte 
sodtdly-owned banks must take place. In addition, the infusiwi of significmt amounts of capital 
and know-how, the entry of well -capitalized new banks, and the creation of a stronger 
framework for financial regulation and bankruptcy and collateral laws will be crucial elements 
cfbarMngse(^r reform. 



Chapter VI 



Privatization and Private-Sector Development 



Before die war, Bosnia and Henti^ovuia and die rest of die fonner Yugoslavia wen a 

major gateway between the former Sov iet bloc and Western economics. Bosnia and Herzegovina 
had a well -developed industrial econonn. ranking ajnong the leaders of the region. During the 
nearly four years of war, however, much of the industrial infrastructure was damaged or 
destroyed, la additimi, die global shift away fiom state planoing and protectioi is forcing 
enterprises to adjust their numagement, organization, and orientation to new econraiic realities. 
Prewar Bosnia and Herzegovina contained about 1 .000 industrial organizations employing nearly 
450,000 people — accounting for about half of total employment outside agriculture (Table 6. 1). 
Ifeavy md li^ industries acooanted for 43 percent of GDP in 1990, higher dian in ai^ odier 
former Yugoslav republics. Industrial activities were concentiBted in Sangevo, Mbstar, Zenica, 
and Tuzla. The most important industries were in iron ore production and processing, coal, 
ferrous and nonferrous metal production, machinery, forestry, and wood processing. Heavy 
hidustiy was already in decline before 1992 widi die foding of die cold war. Light industries 
included food processing, construction, and the manufacture of textile products, leather goods, 
and shoes. Overall, industrial activities were concentrated in a small number of firms: adozBtt 
large industrial conglomerates accounted for up to 35 percent of GDP prior to the war. 



MleM BiaaaandHentgawiM: Imtotrial Structure; 1990 



The largest enterprises also dominated 
exports. In 1989. for example some 
40 percent of the fonner Yugoslavia's export 
earnings were generated by four industrial 
conglonerates in present-day Bosnia and 
Herzegovina. In contrast with many Central 
and Eastern European economies, many of the 
prewar congl(mierBlBS had joint venture 
agreements with intBmational companies, 
including VoUcswagen, Daimler>Benz, and 
Olivetti. 

These arrangements did not guarantee 
high productivity', however. By some 
accounts, prewar productivity in the best firms 
was 60 percent of that in Western European 
competitors, and the norm for p^lic 
enterprises was only about 40 percent of 
productivity relative to Western competitors. 
These companies relied on cheap labor and 
large-scale subsidies to compensate for dieir iaetRaency. Despite its heavy industrialization, 
Bosnia and Heiz^vina was the second- poorest region of the former Yugoslavia, after 
Macedonia. 



Sector 


Boilloyment 


Ou|nt(tani) 


Totiki 






OottOttfifeDC 




13J0OO 


lUlBdfiilk 




IfXD 


Qannats 




2JB00y00Oi(ia 


Leather Prodwti 






Shoes 




710,000 paiis 


Chemicals 


19.000 








84/X» 


Annmonium Sulfate 




13^ 


Soap and Detergent 






MKliiiie Buildup 


80,000 




IronCkstii^ 




63,000 


MfeMi 

Ahniiun 


5,100 


89,000 


Sted(Raw) 


26.000 


1,500X100 


Nate: The IW) stnictiireof Bo^iimi Lndistrv inclmJod 
tiiciihnc iiujoi- .~u.ioiy cj^cirJing Ui 1 NIIX)(l'/.'(i) 
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Before the war Bosnia and Herzegovina (and the former Yugoslavia) had taken steps 
towaid a more nuuket'Orieiiled eoonomy, granting greato* autonomy to sodaUy- and StatoHmned 
entBiprises, enoounging exjriidt employee owneiship of enterprise shares, and libeializing 

conditions for setting up and operating private enterprises. Enterprise managers enjoyed 
considerable autonomy because most capital was designated as "social" — formally under the 
control of woricers, but effectively under the control of managers.'" Under this system, some 
nunagen were tblc to increase didr enterprise's global nuuket share, develop new products and 
tedmologies, and pursue profit-ability. But, the lade of accountability meant that many 
managers could perform poorly for extended periods or pursue noncommercial goals without 
having to bear negative consequences. Large enterprises were shareholders or owners of banks 
and had easy access to loans fiom Ifaese banks. FuiAemiore, it was considered part of die social 
responsibility of enterprises to create and maintain employment; efficiency was hardly 
acknowledged as a primary goal Thus, even with the implementation of lefomis during the 
prewar period, firms were only slightly exposed to maiket-based incentives. 

The War Had Par Reaching Effects OB Industry 

The war affected firms in a number of ways. Many factories were damaged. Some of 
diis damage has been repaired, but mudi of it cannot be, beomse of landmines around plants and 
equipment, loss of critical personnel, or changes in market conditions. Infrastructure was also 
damaged throughout the country, and much of it remains in disrepair. Skilled workers are in 
short supply. Nine of ten industrial workers were either in the anned forces or were physically 
(fisplaoed during die war. Mtay fimner woricera — including some of die most dolled and best 
educated— ore refugees abroad and are unlikely to retum in the near fiiture. 

Because of these problems, manufacturing output after the war was initially at only about 
5 percent of prewar levels. Factories diat are opentting report capacity utilizirtion averaging 
around 40 percent, but that is based on die eapadty that remains in the wake of the war's 
destrucrion. There have also been many permanent closures As a result. e?qx)rts from Bosnia 
and Herzegovina have declined dramatically. In a recent World Bank survey, a broad cross- 
section of Federatioa firms rqiorted ex|)orting an aveia^ of only 3 percent of tfadr total output, 
and industrial firms roughly 5 percmt. Republika Srpska firms, which woe not cut off fitan 
traditional trade links through Federal Republic of Yugoslavia (Serbia-Mondeo^ro) during die 
war, report oqwrting S3 percoit of their (substantially reduced) output.'^ 



The 1988-89 Markovic program, distributed enterprise shares to both workers and managers. In 
principle, workers councils managed the fiiins, but in practice mana^n appear to have 
maintained control. 

This survey was part of the World Bank's Private Sector Assessment "New Foundations: Private 
Sector Development in Post-War Bosnia and Hoz^ovina, February 1997" yMxh was 
undertaken to evaluate the role of the private sectw in the economy and to idontify co u s lrahils to 

its competitive operation and growth. 

The Republika Srpska sample was disproportionately concentrated among industrial firms, and 
hence may overstate the role of e;q>orts in the overall economy. However, international trade is 
Ukefy to piqr an tanpoitam rde to any small nation lacking certain basic taidnstries. 
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Other changes have affected the way firms are managed. During the war, enterprises lost 
much of their prewar autonomy. State ownership was reasserted over most enterprises, and the 
autiborities leveited to appointiiig directois and managers. Thus, public enterprises emerged fiom 
die war not only physically devastated by destniction, theft, and sabotage, but also constrained 
by government control. 

Because socially- and State-owned enterprises were mqor customers of private 

enterprises, they are also suffering from the devastation of the sector. Equally important, events 
during and after the war have made private enterprises almost entirely domestically oriented. 
The war's destruction of infrastructure and interruption of trade links, followed by the recently 
heightened domestic donand created by aid and remittance inflows, has left most businesses vridi 
little ability or incentive to enter global maricets. Many firms r^it that they are unable to 
reestablish links with former trade partners because they are regarded as unreliable or 
uncompetitive. In this environment, Anns are losing opportunities for renewed trade as well as 
the production technology and managerial know-^ow that comes widi intematiraial partnerships 
and trade. 

Privatizing Enterprises and Redefining the Government's Role 

Privatization is at the top of the reform ageada. in bodi Entities.'^ All patties recognize 

that the private sector must play a critical role in revitalizing the econom>' Thus, Bosnia and 
Herzegovina needs to act systematically to improve its environment for private business — 
transforming the government into an efficient supporter of private production, creating the 
financial, l^al, and mstitutitmal underpinnings for private investmoit and exchange, and actively 
woricing to restore trade and investment links to the rest of the worid. This new role does not 
mean that the government will become less important It does mean, however, that in many 
respects the govemment must "get out of tlie way" of private firms, and increase its support for 
the development of competitive maricets. Much of the antidpated increase in private activity will 
come from the privatizaricm of activities now being carried out by socially- or Stale-owned 
enterprises. But, even more will come about as a result of new private entrv' into many areas of 
the economy. Thus, it is essential that supportive proper legal and regulatory frameworks be put 
in place. 

Preparation for ftrivatizatim in the Federation is procee<Ung well 

According to recent data fiom the Statistical Office, 2,288 enteiptises in the Federation 
are candidates for privatization (Table 6.2). Most are large or strat^c enterprises (based on 
either die number of employees or rpgistered coital stock). 

Circumstances have permitted close scrutiny over the past 10-12 months of Federation 

plans for privatization, during which time considerable progress has been made.. Critical 
legislation affecting privatization includes the Privatization Agency Law, the Law on the 
Privatization of Enterprises, the Law on Restitution, and the Law on the Sale of Apartments with 
Tenant's Right of Tenure. The Privatization Agency Law was passed in August 1996. The otiMt 
three laws had first and second readings in Parliam«it prior to the September elections; final 



The Dayton Agreement leaves the Entities responsible for property and privatization issues, 
inasmudi as it does not assign these tesponribiMes e;q>liciay to the State levd oompetendeB. 
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passage must be ratified by the new parliament. Other Federation legislation related to 
privatization includes tiie Lmv on Opening Balance Sheets ibr Enterprises and Banks and the 
Law on the Privatization of Banks. Drafts of both have beoi presented to the Fedention 
government. 



Tabic 6.2 Privatiaeabie Enterprises by Canton 



Cantons 


Total 
Pnvatization 
Candidates' 


Small 
Pnvatization 
Candidates' 


Strategic 
Pnvatization 
Candidates' 


Large 
Pnvatization 
Candidates^ 


Unsko-Sanski 


157 


50 


20 


87 


Veleziq» Posavska 


54 


11 


4 


39 


Tuzlansko-Podrinski 


379 


135 


35 


209 


7f*ni<^kn-[^nhniski 


337 


157 


37 


143 


Gomjepodrinski 


31 


11 


0 


20 


Srednobosanski 


255 


86 


33 


136 


Neretvamjski 


253 


90 


15 


148 


Zapadno-ffenK^vadd 


48 


14 


5 


29 


Sanyevo 


714 


300 


41 


373 


Zapadnobosanski 


60 


18 


7 


35 


TXyrAL 


2.288 


872 


197 


1,219 


1/ Eaieqnriaes registered with die Statialks Bantu as having either state, social, or mixed capital. 

2/ Enteqirises eligibk for saiall scale privatizatioii due to their line of buaness (sectoral r^stration) 
inchidiiig: transport (roadX trade, tourism, catering, and services. 

3/ Strategic sectors include: Ekctricity, transport, water, mining, forest, gambling, banks. 

4/ This number is essentially an imperfect reddoal: total number of privatization can^dates, 
minus anall and strategic eoteiprises. 



Together these laws constitute a comprehensive legal fiamewoik for the Federation's 
pnvatization program, hi addition, tiie Fedeiadon gove rn ment has decided to use piivatizatiop to 
resolve many of the outstanding claims of citizens fliat had buih up prior to and during tiie war. 

Settlement will occur when these claims are turned into ceitificates tiiat can be used to puchase 
assets being sold by the government through privatization. 

The ways in which privatization will be effected in the Federation are described in more 
detail in the World Bank's Private Sector Assessment for Bosnia and Herzegovina. A few 
highlights of the settlement mechanism and privatization process are the following: 

• Both a Federation Privatization Agency and cantonal privatization agencies are bang created. 
The canttm agendes will handle privatization transactions witiiin tiieir cantons, witii 
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o\ersight and under guidelines established b\' the Federation Agencv. which will be 

14 

responsible also for privatization transactions that involve more than one canton. 

• Citizens of die FedeiatioD will be given compensaticMi ceitificales related to ftur lands of 

claims on the state: claims on frozen foreign-exchange deposits; validated restitution claims, 
where these cannot be settled by restitution of the actual property involved, claims related to 
unpaid salaries and (possibly) other payment obligations incurred during the war; and a 
general clatni tiiat may be distributed to all citizens, similar to tiie privatizatioa voudiBn 
used in other transition economies. The amounts of these claims will not be finalized until 
additional legislation is passed. The certificates issued in compensation for these claims can 
be used, together with cash, in bids for assets being privatized. The legislation proposes 
some dififerentiation amoQg ifae various certificates for certain transactions (particulaily 
housing). And, for some transactions, a cash component might be lequiied or givoi 
piefeience. 

• As in most other tiansitira economies, housing will be preferentially privatized to tenants. 
Hiis process is more complicated in Bosnia and Fferz^ovina, however, since tenancy mig^ 
have changed several times during the war. 

• Enterprises are responsible for preparing the initial balance sheets on which privatizatioa 

transactions will be based. This process includes confirming the extent of privatizatim that 
took place under the Markovic laws in 1988-90. removing some of the social assets from 
enterprise books for disposal by the civil authorities, and assessing remaining bank 
indebtedness, m both local and foreign cunendes, to determine how mudi ddjt still needs to 
be dealt with by the enterprise or in accordance with legislative requiremrats. 

• Privatization of medium- and large-sized enterprises will generally be through open auction 
or sealed tender. Small enterprises will be privatized using open tenden. Additional 
procedures may be ctevelqped for strategic mteiprises (see Ttd>le 6.2). 

The Privatization Agency Law calls for the establislunent of the Federal Privatization 
Agency widiin 30 d^ of enactment of the law, and of cantonal agmdes widiin 90 days. The 
thiee odier basic laws also indude timed actions. Based on the provisions in these laws, and 
assuming enactment of the remaining laws by the end of March 1 997, a privatization timetable 
has been drafted for the Federation (Figure 6. 1). Although privatization is off to a good start, any 
dehors or reversals will undermine the government's credibility in die eyes of inivatB inve^n. 



Infiramation finm the Bureau of Statistics indicMe that dure are 1! sodienteqi^^ BosnaAmo 

Saraie\ 0, Centrotrans Sarajevo. Eiicrgoin\ est Sarajevo, Magros Sarajevo, RMK Zenica, Soda So 
Tuzla, Svjetlost Sanyevo, Sipad Sar^evo, Unioninvest Sar^evo, Unis Sar^evo, and DPI 
Sarajevo. 
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Figura 6.1 Timstable for tho Impiamsntation of Privatization in the Federation 
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Republiha Srpdn 's imvatizatian pkm needs to be rethougftt 

The Law on Privatization of Enterprises of Republika Srpska was adopted in June and 
publidied in tiie Offidal Gazette on July 8, 1996. Hie law deals wilfa Ae |»ivatization of 

national entcrfiriscs. mixed ownership enterprises, and other profit-making judicial persons. 
Excluded are infrastructure and some undefined strategic enterprises The basic concept 
embodied in the law is that the bulk (55 percent) of ownership will be transferred to socially- 
oriented funds (the shaies in ttese funds would not have voting rights), a fiutfier IS peroent will 
be reserved for cash sale either through the stock exchange or to a strategic investor, and the 
balance (30 percent) will be sold for vouchers to Republika Srpska citizens using a bidding 
system somewhat analogous to that used in the Czech and Slovak Republics. 

Man\ of the details of this scheme have yet to be woriced out. It is envisaged, for 
example, that within two vears of their inception the funds will distribute their ownership shares 
to their respective groups of beneficiaries. Who those beneficiaries would be in the case of the 
Education Fund or the Family Planning Fund is not dear. Kfeanwhile, Republika Sipska's 
Privatization Agency is actively trying to undertake valuations of the first 400 or so enterprises to 
be privatized so that voucher auctions of citizen shares can take place in eariy 1997 At the same 
time, arrangements are being made to establish a large number of regional privatization centers to 
handle these aucdons. 

Republika Srpska s proposed privatization model has several weaknesses The current 
legislation fails to take into account the lessons learned from privatization in other transition 
eoanomies. in particular 
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• The large role envisioned for socially-oriented funds will effectively keep the majority 
(55 percent) of enterprise shares in the government s hands. Although these shares initially 
w\\\ be nonvotiiig and will be distributed after two years to the "owners" of tiie funds, liie 
proposals are SO vague ftat tfaey provide litde comfort against the possibility of government 
interference. 

• The relatively minor share (15 percent) proposed for cash sales to strategic investors would 
not motivate a serious investor, since control would be uncertain. After privatization, the 
15 percent stake might motivate the investor to siphon off assets and income. 

Both Entities must take the next steps in privatization 

The rapid pace at which the rest of the world privatized during Bosnia and Herzegovina's 
civil war places a high priority and imposes a short time frame on privatization work. Unlike 
many otter countries in the r^on, Bosnia and Herzegovina's privatization strategy needs to 
devise i4>propriate ways of addressing two important issues: identifying viable portions of the 
laige conglomerates that dominated the prewar industrial structure so that they can be rapidly 
privatized (Box 6.1), and rapidly restoring the essential infrastructure that was severely damaged 
during the vm by promoting the participation of private investors. 



Box 6^1 Ciialleiiges in Dealiog with Lai^ge Con^onenitoi 

Tlie main industrial firms in Bosnia and Herzegovina prior to tlie war were the conglomerates that dominated many 
industrial sectors and exports. It is estimated that 12 large conglomerates produced about 35 percent of GDP, while 
4 of fttesc firms accounted for some 40 percent of exports in the prewar period. These large, sprawling enterprises 
were often vciliualh integrated in all pha.ses of production and distribution (e.g., they produced many of their 
intermediate inputs, owned tlieir own trucking tleets, etc.) and horizontally branched out into completely unrelated 
sectors. Many of these finns siqjplied the military complex of the forma- Soviet Union and devdoping countries. 
Tlierefore. the\' !i;ive lost most of their customer base and seen most of their marketing and distribution channels 
thoroughly disrupted, llie experiences of other economies have shown that such large conglomerates have 
generally not been viable in a competitive, market-oriented economy. In other coimtries, such conglomerates have 
been broken up and their viable subcomponents have been spun off and privatized. 

In Bosnia and Herzegovina, the normal problems of dealing with such conglomerates are coiq>licated by the fact 
that they were heavily damaged during die war, and their assets and activities, which are centered around just Ave 
cities (Bihac, Mostar, Sarajevo. Tuzla. and Zenica), have been split between the Entities. It is likely that many 
cmiglomerate activities are no longer viable. M^or structural changes in the economies of trading partners mean 
that tiie demand for some conglomerate outputs has diminished; price distortions that prevailed prior to the war and 
were the key to the viability of some conglomerate activities are no longer there or arc being removed; and, 
.similarly, subsidies and trade protection that were essential to the viability of some activities have been pha.sed out. 

The challenge in Bosnia and Herzegovina will be for each Entity to identify those portions of conglomerates which 
are aahri^eable (i.e., activities for which nuurlcete exist and investors can be found) and to move them as qniddy as 

possible into the private sector. This might entail changing laws, clarifying investment regulations, and having 
realistic expectations in tenns of what the newly-privatized companies will produce and how much employment 
they will generate, especially in the short term. Care must be taken, moreover, to ensure that no monopolies are 
created or maintained and that investment incentives do not include such "sweeteners" as guaranteed nuirket share 
or protective tariffs. 
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Like many reforms, privatization will proceed on parallel tracks in the two Entities. In 
the Federation this approach will require focused, committed progress on: 

• Implementing of the 1996 Privatization Agency Law and ratifS ing and implementing the 
Law on the Privatization of Enterprises, Law on Restitution, and the Law on the Sale of 
Apartments with Tenant's Right of Tenure; 

• Creating the federal and cantonal privatization agmcies; 

• Enacting and implementing other legislation related to opening balance sheets for enterprises 
and banks, and finalizing pn^NNuls to distribute compensatoiy certificates to dtizoos for 
fiozen foreign-exchange accounts, restittition, salaiy claims, and general claims; 

• Nvatizing housing, with prefemtoe for tenants, and (»iterprises, through open aiution, 
sealed bid, or spedal procedure; and 

• Opening infrastructure investment and management to competition (where ap p r o pri ate) and 
private participation (everywhere). 

Similar measures need to be adopted in Republika Sipska to siqiplement or correct the 

current provisions of the Law on the Pri\ atization of Enterprises. These measures should 
increase the portion of enterprise shares to be privatized, make privatization more transparent, 
and encourage foreign investment. 

The Ibuiiieii EnvironmeDt Needs To Be Improved 

In addition to managing privatizatira, the govemmoit must move steadily to develop an 
efiective l^al and regulatoiy fiamewoifc to support private-sector development. Bosnia and 

Herzegovina shares with the other republics of former Yugoslavia the institutional legacy of 
heavy regulation of economic acti\ ity These controls were embedded in the legal ajid regulatory 
firework. Other transition economies have recognized that their legal and institutional 
fiamewoiks required miyor oveihaul in order to support a private sector-led maiket economy.*^ 
Here again, the structural problems inherent in the Yugoslav fiameworic were exacerbated by the 
war. Three areas require immediate progress: reintegrating or harmonizing laws throughout the 
country, reforming and strengthening private property rights, and rationalizing taxes and tax 
administrstion . 

Co^xUibie laws are essential 

Duriqg the war, the de fiicto partition of the counUy into three eAnically based r^imes 
led to the development of similar but distinct legal r^imes in tlie Bosniac -majority areas, Croat- 
majority areas, and Republika Srpska. The first two areas are formally unified as the Federation. 
This unification required dissolution of the so-called Herzeg-Bosna Croat "mini-state," including 



However, the Yugoslav variant of socialism was less cenuralized than that in most other 
eocmomies, and private economic activity always existed in the law and fai practice. 
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all institutions, laws, and regulations, and is in train In addition, legislation from the former 
Yugoslavia is still in place where no new legislation has replaced it. The Entities are now 
issuing legislation, as is the new State govemmait. This multitude of souices of l^islatioii 
results in a confusing and conflicting legal framework for businesses and substantiany 
diminishes tiie protective and stabilizing influence of the law. 

Private property rights must be strengthened 

Problems with private property- rights are particulari\- acute Clear and secure private 
property rights are needed to provide entrepreneurs with tlie incentive to invest and to obtain 
secuied financing. The Yugoslav legal system accorded weak protection to sudi limits and the 
pursuit of warnelated goals led to widespread nationalization, ejqpropriation, and centralization 
over the past five years, flirther undemiining securit> of private property. The expansion of 
administrative control over the economy and property occurred throughout the country, but was 
most extensive in the Bosniac- and Serb-m^ority areas. This nationalization laigely ignored the 
property rights of shareholders who had received tiieir Aarcs under Ae Maricovid privatization 
program. Private commercial and residential property, and tenure rights have been expropriated 
following forced and voluntary' departures of citizens. Though much of this expropriation is 
officially temporary , there has been little progress in restoring property anywhere in Bosnia and 
Iferz^ovma. The aulfaorities must also move to fill in the gaps of tiie l^al system, whidi often 
block market development in reforming economies. For example, the absence of a functioning 
fhunework for bankruptcy, providing a clear basis for secured lending and creditor priority, must 
be addressed.'^ 

Both the Federation Constitution and the Constitution of Republika Srpska provide for 
broader protection of private property rights and recognize a wider range of activities for private 
mteiprises. Though both Entities are moving to undertake systemic reforms and to amend the 
socialist and labor-management legacy inherited by all the republics of former Yugoslavia, 
progress is uneven. The Federation is further ahead in promulgating or amending tiie l^islation 
needed for transition, including a much improved ^iterprise Law. 

As in most otfier transition economies, there is a need to strike a better balance between a 
strong state to enforce laws and impose order and constraints on state power to allow for tiie 
emergence of strong individual rights. This task has been complicated by the legacy of the war. 
Throughout the country, the judicial system has been severely weakened, often to the point of 
disintegration. Thus, in addition to chang(» in the laws, tiie role of tiie constitutional courts must 
be strengthened and the commercial court system must be reinvigorated to provide for effective 
interpretation, dissemination, and enforcement of new laws and regulations. It will be equally 
important to support the development of informal institutions that promote information flows and 
mamtor the government and maiket participants. Accountants, ondit rating services, securities 
regulators, and an independent media play a cnicial role m tiie development of tiw rale of law. 



The current law— the 1985 former Yugoslavia Law on Bankruptcy, Compulsory Settlement, and 
Liquidation of Esteiprises-provides only for a reorganization of a company witii excess Ubor. 
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Tax structures should be raUomlized 

Most enterprises view the rationalization of taxes and duties, and of the administrative 
requirements assodated witfi them, as the most uigently needed refomi. Hie ensting stractnre of 
official fees and procedures places a heavy burden on businesses in tenns of the monetary and 

time costs required for compliance. It also has encouraged the development of a large informal 
economy that law-abiding enterprises regard as unfair competition. Rectifying these u cakncsses 
is essential to building respect for the law and to boosting the government's ability to regulate 
maikets and collect revenues. 

The Dayton Agreement formed the basis for dual sources of legislation; the State, 
governing trade, customs, monetary policy, and interaational a gre e m ents; and 4ie Entities, 
governing tiiose areas not explicitly assigned to the State. Since the bulk of the l^gal fiamewoik 

for economic activity' will be under Entit> authority — including property law, contract law, 
competition law, labor law, and a substantial portion of domestic trade and tax laws — ^progress 
on legal and regulatory reform at the Entity level is essential. The following actions are needed: 

• Unifying the l^al sy^ems in the Federation and hamionizing Entity-level l^al fiamewoiks; 

• Lowering the cost of transactions by reducing tax, fee, and regulatory requiionents 
assodated with business entiy, sales, and contracting; 

• Improving information flows by publishing all relevant laws and regiUations and enforcing 
intemationa] accounting standards for banks and enterprises; 

• Establishing a fair and transparent system of property rights, both in basic property law and 
in laws on privatization and restitution; 

• Updating contract and onterpiise laws to remove discretion and provide a coherent basis for 
private ownership; 

• Drafting banking laws tiiat provide the basis for efiEective collateral and rogistration of 
property; 

• Upgradiiig and retraining the judiciary, and reforming the means for ^pointing, 
compensating, and mnoving judges; 

• Creating a clear legal basis for bankruptcy and liquidation, training a professional cadre of 
trustees, and developing a commercial arbitration system; and 

• Introducing or strengthening tiie l^gal basis for coiporate governance, regulatiim of 

competition, and securities. 



Chapter VII 



Restructuring and Privatizing the Banking Sector 

Of the 53 banks in Bosnia and Herzegovina, 42 are licensed to operate in the Federation 
and 1 1 are in Republilca Srpska Most banks are very small on a stock balance-sheet basis, with 
very few active loans, negligible levels of active deposits, and limited or negative capital. In 
mid- 1996, prior to writBofb, tiwae banks held an average of DM 162 million in assets and 

DM 10 million in capital. However, it is widely assumed that about 90 percent of the assets of 
the old banks (those that existed prior to independence) are nonperforming and immobile Thus, 
after writeoffs, banks held an average of DM 21 million in assets, and capital for the largest 
banks is deeply n^ative. 

The main components of socialh - and State-owned banks" balance sheets are: about 
DM 4 billion in household foreign-currency deposits (on the liability side) and corresponding 
claims (nonperfoiming assets) on tiie fornier National Bank of Yi^oslanoa that have no present 
value;'^ about DM 3 to 4 5 billion in ibreign-canenqr boiiDwings from intemational creditors 
that the banks lent to state enterprises (nonperforming assets), which were often the banks' 
owners, to finance projects; and about DM 1 billion in other assets and liabilities, mostly 
denominated in local cunen^, diat lost value as a result of hyperinflation in 1992-93 and die 
collqise of economic activity. 

The small size of Bosnia and Herzegovina's banks reflects limited financial capacity and 
low levels of financial intennediation at a time M^en lending and investment resources are 
critically needed for recovery. Thus, reform efifoits need to focus on increasing private 
investment into the banking sector, introducing new governance and management structures to 
provide for safe and sound banks, and restoring depositor confidence so that banks have the 
resources to provide suffidoat levels of intermediation for eccMiomic growdi. 

Banks that existed before independence are generally hobbled by immobile and 
nonperforming assets due to their exposure to enterprises that are now technically bankrupt. 
Banks that were created after iridepoidence are small, have limited raqieriaioe widi managing 
credit and mobilizing deposits, and often are set up to lend back to shareholders. In both types of 

banks, management capacit> is limited, governance is weak, and commercial risk management 
practices have not yet been institutionalized. Moreover, neither class of banks is strong enough 



The National Bank of Yugoslavia extended equivalent amounts of credits in Yugoslav dinars to 
domestic banks that had placed foreign-exchange deposits with it and used the foreign exchange 
to repay die Fedend Repiiblic of Yugoslavia's foreign debts and finance imports by enleqaises. 
Most of diese dinar credits were not repaid. 

These projects can no longer be continued because of the war and the almost conplete halting of 
production in some parts of Bosnia and Herzegovina. Many assets have been physically 
damaged or destroyed. Loans extended to enterprises to fmance such projects are 
nonperforming and can only be classified as losses. 
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financially or operational l\ to restore public confidence in the banking system. Nor do these 
banks opmtt according to tiie incentive stniduits (tot example, limiting exposure to 
shaieholdeis and avoiding connected lendiqg) tliat are needed to transfbnn the system into oae 
that is transparent, accountable, and nuuket-dfiven. Only a handfiil of banks show pmnise and 
are moving in this direction. 

Meanwhile, pervasive uncMtainty on issues related to the setdement of diqilaoed 

persons, dispute resolution, and general economic recovery limit the resources people are willing 
to deposit in banks. Mobilizing deposits would be challenging enough given the freezing of 
foreign currency accounts in 1992. But pervasive uncertainty that exists today compounds the 
diallenge, making it more difiRcuIt for banks to obtain the low-cost finding base needed to ndse 
intermediation levels to the point needed for economic recovery. Until confulenoe is restored, 
banks will continue to contribute only maiginally to reconstraction. 

Sevml refoims are needed to restore Imdas* and investors' oonildence. Some have 
already been introduced, and woik <ni many others is underway. These indude: 

• Rntnictuiing and privatizmg banks in a way that attracts strategic investment, changes 
ownership and governance structures, and leads to a new approadi to management consisteiit 
with new laws and r^ulations; 

• Supporting the development of private banks in a that is consistent with safe and sound 
banking prindples in a market eccmomy; and 

• Changing the legal and regulatory framework to provide incentives and an enabling 
environment for banks to take risk and to prudently manage that risk, for enterprises to 
IMopeily manage dieir resources (induding bank debt), and for diqMtes to be adjudicated 
fiurly and promptly in a way that oiforoes ccmtrad terms and imitects [mperty rig^ 
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Banking Sector is Insolvent and Dominated by Social Ownership 

On a stock basis, total banking system assets were DM 8.6 billion (neariy US$6 bOlkxi) 

in mid-1996 But with an estimated 90 percent of assets considered immobile or nonperforming, 

19 

banking system assets are more likely to have been about DM 1.1 billion, or an average of 
DM 21 millitm per bank. After assumed writeoffs, even the laigest banks are likely to have no 
more than DM 135 million (US$90 million) in assets. By comparison, die laigest banks in 

countries in the OECD tend to have tens of billions of dollars in assets on their balance sheets, 
and capital equal to about 8 percent of assets (on a risk-weighted basis). 

Banking system capital, is said to be DM 542 million (about US$361 million), although 

it is wideh recognized that aggregate capital is actualK negative due to writeoffs that have not 
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vet been made Writeoffs are at least DM 3.6 billion (US$2.4 billion), far in excess of the 
capital held by the banking system. If the 90 percent estimate of writeoffs is accurate for the 42 
or so banks that had reported to the NBBH and NBRS by June 30, 1996 " aggregate bank 
msolvency is about DM 6.9 billion (134 perooit of 1996 GDP)." 

In terms of flows, banks are doing fairly well in generating fee income. In recent years 
banks have generated profits by engaging in transfer services and odier fee-generating activities. 
These earnings have eased some banks' liquidity constraints and contributed to c^tal growdi. 



Federation banks reporting to the National Bank of Boada and Hozegovina in Sarajevo on 

June 30. 1996. showed nearly DM 6.2 billion in assets. Republika Srpska banks reporting to the 
National Bank of Republika Srpska in Banja Luka on May 31. 1 996, showed nearly 
DM 2. 1 billion in assets. However, Federation banks reporting to the local aulliorities in Mostar 
on June 30, 1996, showed only DM 338 million in assets. Thus it appears that the Mostar-based 
banks have already written off a sienificanf portion of their immobile assets, w hile the other two 
regions appear to be carrying Uie old values. If those values are discounted about 90 percent and 
added to die DM 270 million in assets of die Kfostarbased banks (toUd assets net of some 
dubious long-term resources, reserves and an insurance fund for one heavily damaged bank), 
total banking system assets in Bosnia and Herzegovina are DM 1,092 million, or about 
US$728 miUion. 

The National Bank of Bosnia and Herzegovina in Sarajevo showed "potential losses that could 
be written off against coital to be DM 1,969,837 for banks repenting to ft hi Jmie 1996. 
Meanwhile. National Bank of Republika Srpska figures from Banja Luka show that household 
deposits (which are mostly frozen) and long-term loans (which are mostly nonperfonniag 
rolloven) were DM 1,615,403 as of May 31, 1996. Balance sheet figures for Mostar-based 

banks only showed capital, insurance and reserv'cs; these data do not explicitly reveal the value 

of potential losses or writeoffs, although these may have already been made by the banks that 
existed prior to independiaioe, as reflected in their fiur smaller nominal balance-sheet values. 

About 20 peieent of assets are assumed to be mmpeiforaiing among the banks that repotted to 
the Kfinistiy of Rnanoe in Mostar fai inid-1996. 

A 90 percent writeoff of assets in the 42 banks that repotted to the National Bank of Bosnia and 

Herzegovina in Sarajevo and the National Bank of Republika Srpska Banja Luka in mid-1996 is 
about DM 7.4 billion (US$4.9 billion). Capital for these banks totals DM 542 milli(m 
(US$361 million). Ihe net is about DM 6.9 billion. 
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However, most of the fee-generating services carried out by banks in market economies 
(underwriting, fmancial advisory services, custodial functions, cash management) are absent in 
Bosnia and Heraegovina. Trade finance services have lesumed aomev^bat as reonutnicticm has 
gotten under way. Still the income stream from these activities is small; retained earnings fiom 
these activities will not allow banks to significantly improve tibeir ofigative capital positions. 

MeanwAiile, banks are generally unwilling to assume balance*sheeC risk. Most banks 

have no more than 20 or 30 active loans on which they arc taking risk, and these are usually 
short-term trade-related triuisactions Ahhough interest rates are liigh (about 2 percent a month 
for loans, with higher rates for nonlending services), the volume of activity is insufficient for 
iMuks to achieve die levels of oqiitalization needed for lending and investment A cunoiy 
balance-sheet profile of the l»nking syston, based i»i owneishq), is diown in Table 7.1. 



Table 7.1 Profile of Bosnia and Herzegovina's Banking System, li>9<* 



(DM '000) 


Bosniac-Majority 
Areas (NBBH) 


Croat-Majority 
Areas 


NBRS 


Total 


No.orBiBlu 


33 


9 


11 


53 


oAv nonprivate 


15 


0 


8 


23 


o/w private 


18 


9 


3 


30 


Assets 


6,154,959 


337,548 


2,069,653 


8,562,160 


oAv noiq>rivate 


6,108,591 


0 


2,041,564 


8,150,155 


o/w private 


46368 


337448 


28.089 


412,005 


Loau 


n.a. 


91,159 


408,451 


iLa. 


o/w nonpriTate 




0 


393,839 


lUL 


o/w private 


n.a. 


91.159 


14.612 


OA. 


Deposits*" 


n.a. 


ita. 


1,323,114 




o/w nonprivate 


nM. 


UM. 


1,318,960 


na. 


o/w private 


n.a. 


HA. 


4,154 


njL 


Capital 


350,104 


46,363 


145,208 


541,675 


o/w nonprivate 


32U86 


0 


132,752 


454,038 


o/w private 


28.818 


46.363 


12,456 


87,637 


Net Capital 


(1,622,319) 


24,748 




njL 


o/w nonprivate 


(1,649,232) 


0 


n.a. 


njL 


o/w private 


26,913 


24,748 


n.a. 


n.a. 



* NiOt: F^ons are through the first half of 1 996, prior to tlK formation of the Federal Banking Agency in the 
Fedoatioii. Hmcfote, banks are grotq>ed by anOiorities to which they reported. Totals are aggregated. 
Figures for the NBBH region are for June V). 1996 except for assets, which arc for December 31, 1995. 
Figures for the Mostar region are for June 30, 1996. Figures for banks in Kqiublika Sipska are for May 31, 
1996. Figures in Oe Federation were eiqnessed in DM. Figmes fiom RepidililcB Sqisica wcR converted fiom 
FRY dinar to DM at a 3.47;1 rate. 

** Note Based on the monetar.' survey prepared in April 1996. deposits net of State and Entity government 
deposits were estimated to be DM 325.9 million in the Federation and DM 210.2 million in R^ublika Sipska. 
Federation figures exclude fimea foreiga-cKchmige accounts, which are mchided m RqnibllkB Sipika'i 
banki' figurea. 

Sources: Federal Banking Agency: National Bank of Bosnia and Henegovina (Sangevo); National Bank of 

Rtpublika Sq)ska(Banja Luka); World Bank; IMF. 
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Assets are comxntrated in a few weak mmprivate hanks 

Balance-sheet figures piiw to writeofis show a high degree of concentration in a few 
socially- or StateH>wned banks. The 23 nonprivate banks account for 95 percent of total assets, 

with 6 accounting for 79 percent. About 76 percent of nominal asset values are held by the 
42 banks in the Federation, and 24 percent are with the 1 1 banks in Republika Sipska. 

These laige banks (prior to writeofTs) were the key national banks in the former 
Yugoslavia, dealing with international creditors and financing public enterprises, wholesale trade, 
and large-scale projects. However, after writeofTs, these banks have small balance sheets, and 
they are dififismntiated firan tbdir oompetitDis only by the roles tiiey played in tiie fimner 
Yttgodavia. Todi^^, diey are didls of Ifaeir fomier oiganizatimMl stnictures, with fewer 
employees, lost branches, inter*Entity and cross-border claims, and eiqwsure to enterprises diat 
are technically banknq>t. 

The ownership structure is mixed 

Of the 53 banks, 30 are majority private(mainly in the Federation) and 23 are majority or 
wholly nonprivate. Socially- and State-owned banks predominate in Republika Sipska and are 
still infloenttal in part of ibe Federation. Private banks are showing inoeasing maiket preamce 

in the Federation, although their resource base remains ver>' small. Private banks have had little 
or no impact in Republika Sipska, and the three that exist are managed and operated much like 
State banks. 

The 23 nonprivate banks have var\'ing sizes and locations, with 15 in the Federation and 
8 in Republika Srpska. Most are mid-sized by Bosnia and Herzegovina standards, and serve a 
specific regional market. They also tend to have mixed ownership, although private 
shardmldii^ are minority stdces and partial privatizatitni has not led to new bkjetidam of 
capital Many of these banks were spun oflF from Privredna Bank in 1989-90 A few larger 
banks (Privredna-Sarajevo, Union Bank. Banja Luka Banka. Pri\ redna-Doboj) reflect the past 
emphasis on large-scale industrial projects, international transactions, and enterprise deposit 
mobilizaticm. These banks are the most financially troubled, as they cany the bulk of 
nonperfonning assets from the former Yugoslavia. Nonpiivate banks account for 95 percent of 
asset values prior to writeoffs, and more than 60 percent after writeoffs. Ho\\evcr. unlike most 
of the smaller banks, the capital positions of the largest socially- and State-owned banks are 
n^ative. 

Since 1991, 30 majority-private banks have been established. In some cases, those are 
former socially-owned banks that have been privatized by transforming ownership (such as 
ifrvatska Bank) rattier than by attracting meaningful levels of new private mvestment Most of 
Ae private banks are small banks that were founded during the war to handle international 



These banks are Privredna-Sarajevo and Union in the Federation and Banja Lnka Banka, 
Privredna-Dobqj, Jugobanka and Prijedorska in Republika Srpska. Together they aoooont for 
DM 6.8 billion in book-valued assets, or 79 percent of the total DM 8.6 billion. 

After writeoffs, nonprivate banks' assets are estimated to be about DM 680 million. Estimated 
values of aggregate banking system assets after writeoff are neariy DM 1.1 billicm. 
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transfers They have limited capital and almost no experience with lending or deposit 
mobilization. In the Federation, 27 private banks hold assets totaling DM 384 million 
(US$256 million). Rcpublika Sipdca's three private banks hold only DM28 million 

(US$19 million) in assets On a stock basis, the private banks hold about 5 percent of nominal 
balance-sheet values. But, if nonperforming assets were excluded from nonprivate banks* 
balance sheets, the private banks' asset values would account for nearly 40 percent of the total. 

Balance sheets are weak 

Prior to writeoffs, two Federation banks (Privredna-Sarajevo and Union) reportmg to the 
NBBH in Sarajevo accounted for DM 5.1 billion in assets — ^59 percent of die total for all banks 
in Bosnia and Herzegovina in mid-1996, and 82.5 percent of the total among banks reporting to 
the National Bank at the end of IQQ.S Among banks that reported to the Ministry of Finance in 

27 

Mostar in mid- 1 9%. two (Hn-atska and Li\no) accounted for 78 percent of resources. In 
Republika Srpska, four banks (Banja Luka Banka, Pnvredna-Doboj, Jugobanka, and Prijedorska) 
accounted for DM 1.7 billion in assets in mid-1996, 20 percent of the total for all banks in 
Bosnia and Herzegovina, and 82 percent of the total among banks reporting to the NBRS. Thus, 
prior to writeoffs, eight banks accounted for about 80 percent of total banking system assets, with 
high levels of regional concentration. 

Most of these banks are large socially- and State-owned banks that operated throughout 
much of the former Yugoslavia. Privredna was active in both Entities and beyond, focusing on 
public enterprises, until the 1989-90 reorganization, 11 of the 53 banks in Bosnia and 
Hera^ovina today were part of the Privredna networic.'' Together, prior to wfiteof&, these 
.banks accounted for 64 percent of total banking-system assets in mid-1996.^ Union Bank 



Private banks' assets are valued at about DM 412 million. Esrimated values of aggngi*^ 
banking system assets after writeoffii are neariy DM I.lbilUon. 

Privredna posted DM 3.6 billion in assets, 59 percent of NBBH banks' totals and 42 percent of 
aggregated assets for all of Bosnia and Herzegovina banks in mid-1996. Union posted mssc(s of 
DM 1.5 billion, 24 percent of NBBH banks" totals and 1 7 percent of aggregated assets lor ail of 
Bosnia and Hen^ovina banks in mid-l 996. Asset figures for banks npoiting to NBBH are for 
endl99S. 

Hr\ ntskn Bank and Li\ no Bank reported far lower asset figures in mid-1996 of DM 167 million 
and DM 100 millioo, respectively. However, these weie 78 percent of ass^ values among banks 
reporting to die Afinistiy of Finance in Mostar at die time. (Since dwn, die Federal Bvddng 
Agency has been established, and all banks licensed to operate on Federation territory rqjort to 
the .Agency ) The lower \ alues for Hrvat.ska Bank are presumed to reflect writeoffs, giving it a 
larger profile in Bosnia and Herzegovina on an asset basis after assumed writeoffs. HowevCT, 
70 percent of Livno Bank's balance sheet is composed of "odier assets," and, ttienfore, it is not 
cooskiered to be a nu^or bank. 

These banks are Central Bank, Privredna-Sarajevo, Privredna-Travnik, Privredna-Bihac, 
Banja Luka Banka, Privredna-Ooboj, Privredna-Pale, Privredna-BrdGO, Piivredna-Gcadiska, 
Gospodarska-Mostar, and Livno Bank. 

Total assets were DM 5.5 billion of a total DM 8.6 billion. This does not include assets firom 
Privredna hi Biha6. 
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(in the Federation) and Jugobanka (in Rcpublika Srpska) were both part of the larger Jugobanka 
system active throughout fonner Yugoslavia. At mid- 1996, the combined resources of these 
banks approximated 22 pereent of total system assets in Boaua and Henqgo^na.^ Kbvitdca 
Bank and Livno Bank, die two laigest banks in the southwestern npoa of Bosnia and 
Herzegovina. de\ iate from this pattern These banks have far smaller balance sheets than the 
others; Hrvatska was not tied to the Privredna or Jugobanka systems, but was linked with 
Croatian banks. Their stocks of nonperforming loans are much smaller than those in the other 
laige banks, although the biggest item on Uvno Bank's balance sheet is "other assets," laigely 
financed by questionable long-temi resources." 

In general, the large socially- and State-owned banks have had more e:q)osure to laige 
tiansactimis and represent laiger maikets than tiie banks that have been established in recent 

years. But, the large banks face a major writedown of asset values because of three broad asset 
categories: claims on the former National Bank of Yugoslavia for foreign-currency deposits, 
estimated at DM 4 billion, claims on enterpnscs for hard currency loans that originated with 
international financial institutions and Paris and Ixmdcm Club creditors, estimated at 
DM 3 billion; and local currency-denominated assets that have lost value because of 
hyperinflation and the effects of the war, estimated at DM 1 billion. In the Federatitm almost all 



Table 7.2 litlmated Impact of Writaofft on the Banking $yitom 



DM'OM 


NBBH 


Croat-M^jor. Anas 


NBRS 


Total 


Aaaets Before WriteofTs* 


6.1S4.9S9 


337448 


2,069,653 


8,562,160 


Avenge per Bank 


186,514 


37,505 


188,150 


161,550 


Capital BdoK Writeoffs 


350.104 


46,363 


145,208 


541,675 


Avenge per Bank 


10,609 


5,151 


13,201 


10,220 


Assets After Writeoffs** 


615,496 


269,831 


206,965 


1,092,292 


Avenge per Bank 


18,651 


29,981 


18,815 


20,609 


Capital After Writeoffs 


(5,189,359) 


(2U54) 


(1,717,480) 


(6,928,193) 


Avenge per Bank 


(157,253) 


(2,373) 


(156,135) 


(130,721) 



* Note: Pre-writeoff figures are through the first half of 1996, prior to the formation of the Federal Banking 
Agency in the Fedention. Theief<se, baidcs are grm^ed by authorities to which they reported. Totals are 
aggregated. Figures for the NBBH region are for June 30, 1996 except for assets, which are for December 31, 

1995. Figures for Mostar region are for June 30, 1996. Figures for banks in Republika Srpska are for May 31, 

1996. Figures in the Federation were expressed in DM. Figures from Republika Srpska were converted from 
FRY dinar to DM at a 3.47: 1 rate. 

** Note: Assumptions for writeoffs are 90 pocoit for NBBH banks and banks in Republika Sipdca. Banks 

reporting in mid-1996 in Mostar are assumed to have written off mo.st nonperforming and immobile assets. 
Subtracted from rq)orted asset values are long-tenn resources for Livno Bank, the insurance fund for 
Ooapodarrica-Mbatar, and flie ndnimal reaenres heldliy the 11 banka. These writeoffs are all sdbtracted finm 
capital figwies>Mtlsnwuiit to sbeBtMpcwant of assete. 

Sources: Federal Banking Agency: National Bank of Bosnia and Hozegovina (Sanyevo^ National Bank of 

Republika Sipska (Banja Luka); World Bank estimates. 



Total assets were DM 1.9 billion of a total DM 8.6 billion, about 80 perc^t of which was with 
Union Bank in Sanjevo and another 20 percent with Jugobanka in Repdilika Sipdca. 
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of these values are held with Privredna-Sarajevo and Union Bank. Although other banks hold 
frozen foreign-currency deposits and local currency-denominated assets that lost value, Pnvredna 
holds 80 percent of Federadon bank exposure to international financial institutions and Paris and 
London Club creditors; Union Bank holds the remaining 20 percent. In Republika Sipska almost 
all of these assets are held by the remnants of the Privredna system, mainh Banja Luka Banka 
and Privredna Ooboj, Prijedorska Banka also has significant exposure to international creditors. 
Along widi die various Privredna banks, lu^ibanka and Prijedordca Banka also have laige claims 
on the fbimer National Bank of Yqgoslavia for fiozen foreign-aurency depoats. 

Tlie structure of the beuiking system changes dramatically once writeoffs are taken into 
account. Rather than having eight large banks dominating the market, the banking environment 
is characterized by small banks with varying fomis of ownership operating in fragmented 
maikets. If claims on the former National Bank of Yugoslavia and foreign-currency loans are 
removed from the balance sheets of the larger banks, along with their COire^pondillg liabilities 
and capital, the banks have negative or very limited capital (Table 7.2) 

Reitructuring and Privatinng Banks 

To restore public confidence in the banking system and establish the conditions for banks 
to provide needed intermediation and related services, banking-sector reform will need to focus 
on: the rapid restructuring aid privatization of banks, with die goal of atffiacring strat^c 

investment to provide needed capital, creating new ownership and governance structures, and 
developing the management skills needed for competitive banks in a market economy; 
maintainmg opeimess to the entry of pnvate banks, consistent with new licensing and 
supervisory requirements dedicated to safe and sound bankmg principles; and changing the legal 
and regulatory framewoik to provide incentives and an enabling environment for banks to 
compete and take risk in support of laiger efforts to stimulate investment in the eocmomy . 

Restructuring and privatizing ^ialfy- and State-owned banks 

Although many private banks have been established in recent >'ears. most banks remain 
wholly or majority socially or State owned. Still, most banks that are not yet private expect to be 
privatized at some point. Most anticipate that some type of ownership transformation will take 
place; as the enterprise owners of the banks become private, the banks will follow The problem 
with this approach is that it fails to attract new capital to a severely undercapitalized banking 
system, and it provides no guarantee that the new "private" owners will exercise better 
governance and oversight. 

Restructuring and privatizing socially-owned banks is essential if Bosnia and 
Herzegovina is to develop a market economy, and if its banking sector is to follow commercial 
practices in acooidanoe with prudent guidelines. The goal is to attract stral^c investment- 
focused on turning around eidstiiig banks or establishing new banks able to provide 
intermediation and services — as a vehicle to accelerate bank privatization and reform, and to 
inject capital into a system that is about DM 7 billion insolvent (140 percent of 1996 GDP). An 
aggressive bank privatization program is also needed to dean up troubled banks' balance sheets 
in a period of limited fiscal resources, and to adjust ownership and incentive structures to make 
them compatible with a market economy Large socially-owned banks with experienced staff 
and management can only be expected to perform if they write off nonperfoiminig assets against 
capital and reserves, find new owners (wittout iiuddar or connected accen to easy loans that tiwy 
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fail to service or repay) who introduce better managonent practices and accountiiig systems, and 

are forced to compete. 

Privatizaticni is likely to involve several qjproadies based on each bank's prospects for 
attracting strategic investment from domestic or foreign sources, merging with other banks, and 
liquidating parts that are not salvageable. Large socially- and State-owned banks are likely to be 
most affected by the program, since Hiey have the most severe finandal problons. At Ifae same 
time, some of these banks have qualified staff, long-standing relations with foreign markets, and 
management eager to introduce private sector-oriented practices in an open, competitive market 
economy. The second tier of nonprivate banks, with a focus on local markets but unburdened by 
nonpeifoiming loans, is likely to be taigeted to cxpmi maiket coverage and bnmdi netwoda. 
Private banks are also likely to be joint venture paitneis for foreign banks with long-temi 
intentitms of investing in Boaiia and Herz^ovina. 

Privatization will likely be complicated by two impediments. Country risk is first and 
foremost, and will not abate until progress is made on die resettlement of citizens and refugees 
and the settlement of disputes. Private investment will not materialize until these obstacles are 
removed. For this reason it is critical that the authorities resolve outstanding issues promptly and 
fiurty. Although less iMobkmatic, a secraid impediment to r^id privatization is tiie size of 
Bosnia and Heiz^ovina's maiket Still, countries witii smaUo' populations have attracted 
significant investment in the banking sector when stability has prevailed, an enabling 
environment has been put in place, and incomes and purchasing power have risen Thus, 
success with bank privzitization is closely linked to improvements in the overall economy. 

As part of the privatization of banks, and in some instances, as preconditions to 
privatization, balance sheets will be restructured. Restructuring is likely to involve netting out 
claims and severing enterprise ownership of insolvent banks, cleaning up troubled banks' balance 
sheets, including transferring nonperfomiing assets, foreign-cuiren^ dqx»its, and odier fomgn- 
currency liabilities to a government agency; and chan^ng boaids and management, credit 
policies and procedures, internal and external reporting practices, and other areas to bring 
troubled banks to the point where they can be profitable and privatized. The netting out of 
claims will serve as tiie starting point for severing the ownership ties of (telinquent or banknqit 
enterprises. Banks will then be able to adopt a more commeidal orioitation. While assets and 
liabilities will be transferred from bank balance sheets to a government agency, banks' claims on 
enterprises will not be released until these enterprises are privatized. This approach will shrink 
bank and mteiprise baUsMe sheets to more realistic levels, but will require tiiat they be privatized 
with die objective of obtaining stral^c investmoit. 

The assets and liabilities to be transferred from bank balance sheets are estimated to be 
about DM 7-8 billion on a book valued basis. A government agency needs to be set up to handle 

international negotiations pertaining to these assets (such as succession negotiations witfi 
Yugoslavia for outstanding claims on the former National Bank of Yugoslavia, loans made to 
enterprises by banks on the basis of credits from external creditors, and loans made with former 



Slovenia has die hif^est purduring power of any tnn^on economy, but orataiitt only 

2 million people. Nevertheless, it has attracted significant investment in the financial sector 
fix)m neij^boring countries because it has stabilized its economy and established an w*flbHng 
environment for faivesliMS. 
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government guarantees) and to handle claims on banks (such as the DM 4 billiOD in fiozen 
fisreign-cuiTBncy deposits and DM 3 Inllion in intemational catediton' chnms on banks). This 
agency also should establish and implement polides, procednies, and medianisms to resolve and 
liquidate claims. 

Resolution of claims is expected to involve tiie privatization of enterprises and public 

housing, although this process has not yet begun. However, first steps have been taken, with 
preparation in the Federation of privatization laws, plans for the establishment of the Federal 
Privatization Agency, and drafting of legislation related to balance-sheet restructuring and bank 
privatization. Final legislation will need to be passed promptly, and Republika Srpska will need 
to aocderate its move toward legal refomi in these areas in a way that is hamKmized with 
Federation legislation. biter-Qitity woikiog groups are making progress in dus area. 

Tedmical assistance, including customized twinning anangements, is to be utilized as a 
tool to accelerate bank primttization. Plans for bank privatizations diould be designed to secure 
stnl^ic investment as quicidy as possible. These plans will need to provide details on: 

• Antidpated maiket focus (area services); 

• Projected financial performance (based on the bank's new strategy); 

• How objectives will be achieved (through consolidation with other banks, acquisition of 
Other banks' branches or operations, sale of properties and odier assets to restiueture tiie 
balance sheet and increase cash resources); 

■ Which new governance and management systems will be introduced and how they will 
operate (taking into account new laws and regulations); 

• What operating systems, procedures, and controls will be used to implement the plan; 

• How, v/hen, and from yAum the bank expects to attract strategic inve s tme n t; and 

• How to solicit foreign investment in the banks. 

Siq^KirUng and strer^fliemng [mvale banks 

As noted, more tium 30 private banks have emerged in Bosnia and Herzegovina in die 
past several years. Mmt are small, with less than DM 2.5 millicm in net opital and limited 

experience. However, as elsewhere in Central Europe, man\- of these banks have generated 
considerable fee income from transfers and remittances, trade finance, foreign-exchange trading, 
and otiier off-balance^heet activities. While these activities are not suffident to develop the 
economy, smie of these banks possMS die building blodu for foture development and growdi. 
Further, they are unburdened by die loan problems dut hamper the socially-owned banks in bodi 
Entities. 

Technical assistance will be needed to strengdien private banks' polides, procedures, 

management, and systems Such assistance will be modeled on successful line of credit 
programs already in place. These banks will also be encouraged to merge with other banks to 
build branch networks, broaden dieir potential deposit bases, tap into other nuokets for good 
credit prospects, boost cqiital, and esqiind management capacity. CoosolidatioD dionkl provide 
mid-sized banks of mixed ownership with on incentive to privatize quickly, paiticulariy since 
their financial condition does not require complex restructuring. 
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In^oving the legal, regukOmy, and institutional environment 

Improvements in Ac legal, regulatory, and institiitional environmoit are essodal to 
developing a competitive economy and a maiket-based banldng system. These improvements 
idiouid include: 

• Adopting legislation to establiali die State Central Bank and an independent Banldng 
Supervision Agency in RepubUka Sipsi<a, lay out commercial banking guidelines in both 

Entities, provide the supervisor^' agencies of both Entities with a mandate to enforce 
regulations, and produce the initial body of legislation required to address weaknesses in 
both Entities' collateral, mortgage, bankruptcy, insurance, and capital markets laws; 

• Introducing new banking-sector regulations and building institutional capacity to enforce 
prudential regulations in support of a safe and sound banking system, including new rules on 
connected lending, related-party lending, loan classification, loan ooncaitiation, and 
exposure limits; and 

• Introducing a new accounting framework in concert with new regulations to generate more 
meaniqgful financial data for a maiket-based economy, &dlitatB bank supervision, and 
enhance finaiKial disdosure for shareholders, dqiositors, and consumers. 

These improvements will require continued coordination between the working groiqM 
fimn both Entities, until tiie mam demonts of an mabling environment for tiie finandal sector 
are in place fortiie entire country. 

Although progress has been made on certain laws, little effort has been made to establish 
a r^;ulatory fiameworic that provides dear and practical guidelines for bank supervision. Bank 

supervision traditionally has been passive, and only now is beginning to address issues of 
systemic risk. Moreover, these efforts are only occurring in the Federation; they have yet to 
occur in Republika Sipska. In addition to developing appropriate legislation and fostering 
indepmdoit, well-stafifed siqiervisory agendes able to condud onsite inspections as well as 
offsite surveillance, both Entities need: a harmonized prudential r^wlatoiy finnewoik that 
details licensing standards, (including minimum capital requirements, scope of operations, 
shareholder and management requirements, and reporting requirements); capital adequacy 
standards tint properly refled rislc management safeguards; loan ctesrification systons that 
refled pioper risk wei^ts and account for delinquendes and interest capitalization; loan 
concentration restrictions to large borrowers and insiders; foreign-exchange operations and 
exposure to contain systemic risk, and credit policy and procedures to enhance the prospects for 
successful credit management. Some progress has been made since the September 1996 
elections and witii the establishment of tiie Federal Banking Agency, but more effint is needed to 
accelerate the development of active bank supervision with recognized licensing and enforcement 
powers. Progress is expected as new laws and regulations come into place, and as the respective 
supervisory agencies introduce new systems and procedures for ofifsite surveillance, onsite 
inq>ections, and otiier examination techniques. 

These efforts will have to include a new accounting framework based on international 
standards, induding more opm disdosure for regulators, depositors, and investors. New 
accounting staidaids will be needed not only for banks, but also fiv enteiptises. Ihese standards 
will have to be consistent witfi new laws and regulations, and reflect incentives tiiat encourage 
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prudent resource management in a competitive environment. To foster institutioiial 
development, a domestic auditing profession will need to be developed. 

Main Inucs and Challenges in tiie Medium Term 

Once the basic laws and institutions are in place, banks and tlie authorities will have to 
confiont a number of remaining diallenges: restoring public confidence in banks, dianging 
incentive systems and bank cultures, providing compensation forfiv>zen foreign-cunency assets, 
building the weak deposit base. unifS'ing the payments system, strengthening asset and lisli 
management, and clarifying the role of nonbank financial institutions. 

Restoring public confidence. Bosnia and Herzegovina's banking system suffers from a 
lack of depositor confidence in its safety and soundness, a low level of financial intermediation, 
and a limited range of banking services. These weaknesses limit the sources of funding available 
to banks, constraining the provision of credit. The scarcity of resources is also partly due to the 
low quality of assets, with poor credit management impairing banks' liquidity and solvmcy and 
raising the cost of credit Combined, these undermine prospects for economic growA and 
recovery. A key medium-term goal must be to restore confidence in the system. 

Changing incentives and hank culture. Banks that existed befine tiie war are goieially 
hobbled by immobile and nonperforming assets due to their exposure to enterprises that are now 
technically bankrupt. In many cases these enterprises were the owners of the banks, reflecting 
the noncommerdal orioitation of a banking syston tiiat relied on connected lending, excess 
concentration, distorted classifications, and tiie passive administrative role banks played in 
disbursing credits to their owners. The poor quality of these banks' loan portfolios (and the 
associated incentive structure) is the main cause of their technical insolvency. These factors, 
combined with the fireezing of foreign-currency accounts by the former Yugoslavia, make it 
difficult to restore public confidence in these banks. Nothing less dian a fidl-scale change in 
incenti\ cs and culture through a transformation in ownership, governance, and management — 
will be required for banks to restore confidence Although changes in ownership, management, 
and other areas can be achieved quickly, institutionalizing new systems will take longer. 

Settling claims arising from frozen foreign currency accounts. Households have about 
DM 4 billion in frozen foreign-currency accounts that continue to constitute claims on banks and 
the government. While the settlement of banks' claims on the former National Bank of 
Yugoslavia will not be resolved any time soon, in the interim there are ways to settle claims of 
household depositors from their lost deposits. This settlement will be made fiom Ifae 
privatization of enterprises and publicly or socially-owned housing (see Box 3. 1). 

BuiliHng up the deposit base and hanks ' intermediation capacity. The monetary survey 

piqMued in April 1Q')6 estimated that deposits net of state and Entity governments were 
DM 325.9 million in the Federation and DM 210.2 million in Republika Srpska. Tliese figures 
average out to about DM 134 (US$89) per capita — too low for banks to serve as intermediaries. 
Thus, the magnitude of this problon needs to be recognized, and medium-term targets for 

developing a viable deposit base need to be established. Doing so will require rapid 
implementation of the three foundations of banking-sector reform: privatizing existing banks and 
structures, attracting strategic investment, and developing an enabling environment. 
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Unifying the payments system. The current payments system, organized outside the 
banking system, undermines movement toward a viable interbank market to fill ovemight 
liquidity needs. Sudi fiRagmentation also limits the deposits placed with banks. Bosnia and 
Heizegovina should quickly transform this system into a unified system that runs through 
banking channels Developing a fully fimctioning payments system of this sort should be a 
short-term objective. 

Strengthening asset and risk management. In Ae former Yugoslavia, banks were 
traditionalh passi\'c institutions lending to their borrower shareholders without evaluating 
market risk. When principal payments fell due they were commonly rolled over, and when 
inteiest payments fell due Ihey were frequently capitalized and rolled back into principal. 
Perfonnance-related loan classification standards were not consistent with market-based 
principles, and loan loss pro\ isioning was insufficient to cover nonperfonning loans The result 
was an overstated balance sheet and assets that were of lower quality than was reflected in 
available financial information. Further, the subordinated role of banks in diis relationship meant 
tfiat there was little follow up on loans. Since the breakup of the fonner Yugoslavia efforts have 
been made to address these weaknesses. Banks ha\ c become cautious in their lending practices, 
and credit files reflect efforts to collect interest and principal. Still, these practices are not yet 
sufficiently developed. 

A sustainable commercial banking system will require that banks improve their risk 
assessment and credit management systems Assets need to be profitable to provide banks with 
the resources needed to increase liquidity and capital adequac> . However, assets cannot generate 
profits unless credit management is strengthened. Over time, bankers must also leam to stiucture 
and manage diversified portfolios (loans, securities, properties) under market conditions and to 
ensure that these assets are matched with liabilities for ongoing safety and soundness Strong 
asset and risk management will require better management, sound govemance, and increased 
accountability for monitoring and evaluation. 

Clarifying the role of nnnhank financial institutions. The strategy for nonbank financial 
institutions is currently (and understandably) incomplete. In the past few years efforts have been 
made to create new legislation for insurance md coital maricets, reflecting recognition of the 
potential importance of these sectors. Given the traditional openness of the economy and the 
importance of foreign trade, the proposed legislation attempts to foster domestic as well as 
foreign investment. But, the ability of these sectors to function and provide services is dependent 
on economic recovery. Reviving and developing nonbank finandal institutions will require an 
open environment for capital investment, irrespective of origin. Medium-tem objectives should 
include: finalizing the legal and regulator* framework for private insurance, pension fxinds. and 
institutional investors; and building up the institutional infrastructure needed for information 
disclosure and market analysis. Hiese efforts should also help strengths the banking sector by 
reducing the dependence of private enterprises on banks and providing the banks with options to 
diversify their portfolios. 



Part Three 



Creating Fiscally Sustainable Social Assistance Programs 



Unemployment throughout the country is extremely high with few jobs available for a 
growing number of demobilized soldiers and rejugees. Some employment will be created by the 
reconstruction program; in addition policy reform should focus on encouraging enqtlaymaU by 
reducing high taxes on labor, stimulating the development of small businesses, and replacing 
obsolete labor-market regulations which now discourage employers from hiring. These same 
measures will also help reduce the extent to which labor moves to the informal sector, thus 
strengthening tax collections. In the short term, available resources cannot reasonably cover 
ummployment benefits according to the prewar benefit formula. Direct assistance to the 
unemployed and their famities will have to be targeted and coordinated with social assistance 
efforts. 

The prewar pension system was not financially sustainable because of a rising 
pensioner-to-worker ratio and relatively high benefits. The collapse of the pay-as-you-go 
scheme was accelerated by the sudden decline in the number of contributors and their wages 
afier 1991. The three scfwmes which survive today will not be able to provide an adequate 
minimum benefit for several years to come. At the same time, Ae payroll tax rates earmarked to 
finance pensions cannot he raised, and indeed should he reduced if possible. In the short term, 
limited resources should be used to ensure minimum pension levels to alleviate poverty among 
the old and disabled. In order to do this, eligibility on the basis of early retirement or disability 
must be restricted, the revenue base should be broadened and any revenue growth should be 
used to increase minimum pensions. This floor of protection could eventually he supplemented 
by a carefully designed second tier which would serve as a vehicle for retirement savings. 
Serious consideration should be given to both a Federation-wide pension scheme and a 
harmonization across the two Entities. This would reduce risks by expanding the pool of insured 
persons, would reduce adtninistrattve costs, and would allow for labor-market mobility. Similar 
policies aimed at ensuring a minimum level of income, better targeting, and more stringent 
benefit formulas should be implemented for other .social programs, and social welfare 
institutions shoidd be refomml to reduce cost and increase their operating efficiency. In view of 
the existence of multiple social assistance programs in the country, a review of all existing 
programs is currently underway. Reforms may very well be needed to rationalize these 
assistance programs. 



Chapter VIII 



Labor-Market Reform 

Tlie unemployment rates in Bosnia and Herzegovina today — hoveling over near 
50 percent — would be unimaginable elsewhere in Europe. Serious measures are needed to 
expand employment as quickly as possible over the coming months. This »q)ansion diottM not 

come at the cost of collecting revenue, however — that is. policies should encourage a flexible 
labor market and the growth of small private employers as part of the formal economy. Such 
policies will require adapting employment and labor laws to the demands of a growing market 
economy. 

Major labor-market reforms are needed to address six factors that are likely to inhibit 

employment growth: 

• High marginal taxes on labor, 

• Restrictive labor contracts with inflexible or expeasne dismissal procedures; 

• Arbitrary minimum w^es and wage schedules and overly generous vacations, maternity, and 

other types of leave; 

• Restrictions on hiring unemployed woriceis and on listing job vacancies; 

• Insufficient or incompatible education and training; and 

• Restrictions on labor-management relations. 

Since both Entities are considering new legislation in these areas, both are well-positioned to 
implement needed reforms. 

Ldibor Market Suffers From the War and Too Many Restrictions 

The war had a devastating impact oa people, onployment, and productivity dmni^iout 
Bosnia and Herzegovina, and significantly affected the size and composition of the labor foree. 
Although complete demographic data are not available, the Statistical Office in Sarajevo 
estimates that about 2.25 million people were living in the Federation in the spring of 1996. 
Another 1 million people are in Rq)ublika Sipska. Thus, Bosnia and Heczegovina's population 
tod^r is about thiee-quarteis of its prewar (1991) level. 

Unemployment has soared as formal employment has collapsed 

In relative terms, the number of employees working in the formal sector of the economy 
has declined much more than the population (Table 8.1). The ratio of formal-sector wodceis to 



68 



the estimated total labor force, sometimes called the co\ crage ratio, fell from around 70 percent 

32 

of the labor force in 1991 to just 36 percent in 1996. Even this figure might overstate 
employment, however, given Aat many woiken have not beoi paid for many mondu. Fonnal 

sector workers form the tax base for payroll taxes and contritrations, vAddi aooount for more than 

one third of government revenues Thus the low coverage ratio implies significant forgone 
revenue for govemment-fiinded programs such as pensions, health care, and education, and to the 
government budget itself. 

Table 8.1 Labor Market Indicatorii in Bosnia and Hstufjovimm 



Bosniac Croat 





BiH MijorilyAra MqorityAmi 


Fedoratioii 


KS 


BiH 


BiH 

1996 /91 


Iff titottttndt 
















Population 


43T7 


IKSO 


400 


2250 


1000 


3250 


74% 


Woricing Age (20-39)' 


2404 


1016 


220 


1236 


549 


1785 


74% 


Labor Foree' 


im 


795 


172 


967 


430 


1397 


74% 


Foimal Employinent ' 


1308 


255 


52 


307 


199 


S06 


39% 


Registered Unemployed' 




141 


26 


167 


n.a. 


n.a. 


n.a. 


Infoimal or Unemployed* 


574 


540 


120 


660 


231 


891 


JSJ% 


















I'ncmplovmcnf Rate, Narrow^ 


lX°i 


Wo 


^^% 


35% 


n.a. 


n.a. 


n.a. 


Unemployment Rait, Uroad" 


30% 


68% 


70% 


68% 


54% 


64% 


209% 


Tm|wywaS.abor Force (covernge ntio) 


70% 


32% 


30% 


32% 


46% 


36% 


S3% 


In DM 
















Average Net Wage ' 


666 


206 


330 


227 


30 


149 


22% 



Notes: 

1/ Sec text lor cilimation methodology. 

2/ For Bosniac-majonty areas, refers to employment in September 1 996 neluding Mmiitiy of Defense nd btarior, lor Croat-majority 

areas, refen to total employment m April 1 996 including 19,000 soldien aid police; for R qwblika Sipeka refeti lo total employeei in e»ly 1996. 
3/ IMiiiiinairfisarHlhmhirtiWaaraMifiicib^ 
4/ Labor foieamiauifennalieetoreBipiajniMnl. 
SI Regislerad unemployed divided bytalaleitiniated labor force. 
6/ Informal and unemployed divided by total estimated labor force. 

7/ Net wage refers to take home pay after employee conlribuiion.s. I"oi- Bosniac-mu|only areas, data refer lo September 1996, and for Croat- 

majonty areas .ind Rcpublika Srp.ska data refer to April 1996. 
Source: Inatitute of Statistics, Entity Labour Bureaiu, World Bank, and IMF staff estimatea. 



Applying the prewar age distribution to the current total papulation esdmate yields an estimate 

for the size of the economically active population in the country. However, this is likely to 
ovcisiaie the number of younger people in Bosnia and Herzegovina, especially males, because 
these individuals are more likdy to have migrated or died during die course of the war. Using 
the labor force participation rates available from n 1 990 survey of ¥YR Macedonia, another 
demographicaliy young and relatively poor Republic of the former Yugoslavia, suggests an 
estimated labor foree of approximately 1.4 million, of whidi rou^ily 1 million wonU be found 
in the Federation. In view of the deterioration of health conditions during the war, this estimate 
is likely to be an upper boimd. By conUast, the return of refugees in 1996-97 would tend to 
increase die size of die ldx)r force. 
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Unemployment and informal activity grew dramatically as formal employment declined. 
By mid- 1996, the ratio of registered unemployed to a narrowly defined concept of the formal 
labor force (formal employment plus registered unemployed) had reached about 3S pereent in the 
Federation. This rate will surely rise as unemployment r^stration continues and demobilization 
is completed. In the Bosniac-majority areas, about one third of the registered unemployed were 
demobilized soldiers, w itii main thousands more to come. According to the broadest definition 
of unemployment, based on the difference between formal employment and tlie esimiated labor 
force, two thirds of the labor force is unemployed — as compared with less Aan one diiid in 1991 
(see Table 8.1). Qf course, some people who are not woiking in formal activities are not, 
statistically speaking, unemployed. Rather, they are woricing ui die informal labor maifcet. 

The colliq>se of formal-sector employment occurred in all areas of the country. While 

the Bosniac-majority area appeared to have lost the largest proportion of formal sector jobs, 
Republika Srpska estimates of employment in the fomial sector are probabl\ also inflated in 
terms of real employment activity by employees who remain on the books, but have not been 
paid. Employment in the Bosniac-m^ority area has already b^un to recover as transport and 
communication channels are being restored. Officials in the Croat-majority area expttt a 
15 percent growth in employment in the second half of 1996, but this does not take into account 
the demobilization process. Republika Srpska officials also expected significant growth in 
employment in the second half of 1996. Notwidistanding these developmoits, there is little 
disagreement that unemployment will remain an oven^elming problem tfiroughout Bosnia and 
Herzegovina for the foreseeable future and that militaiy demobilization and refugee rqMtriation 
will only exacerbate the situation. 

lyends in Wages 

For those able to find employment, wages remain generally low, compared to the prewar 
situation. In the Bosniac-majority areas, however, a low wage base and the positive impact of 
reconsttuction efforts have combined to generate rather rapid increases in the average wage. 
Average net wages in this area rose from DM 4 in May 1994 to DM 100 in the spring of 1996 
and to about DM 200 by September 1996. Figure 8. 1 shows diat these dramatic improvements 
restored wage levels close to those prevailing at the beginning 1992, but these gains rq?resent 
only a small step toward recovering prewar wage levels. 

Available data for formal-sector workers in the Croat-m^ority areas suggest that the 
average wage there dedined less severely Aan in the Bosniac^niyority areas, resulting in 
considerable regional W9ge dififerentials in the Federation by the end of die war. Although 

earnings in the Croat-majorit\' areas were significantly higher in spring 1996, at an esrimated 

34 

DM 330. the recovery of wages in the Bosniac-majorit> areas during 1996 reduced the 
disparity significantly. The ratio of wages in these two areas fell from 6:1 to 3:1 by the middle 
of 19% and to 3:2 by the autumn of 1996. The foctors driving diis conveigence, induing the 



This estimale represents a prdimlnaiy figure based on die first attempts in the Federation since 
1992 to roister die unemployed. 

This figure includes the relatively high wages of military and police whidl were estimated at 
DM450 and DM "70. respectively. To the extent that demobilization occurs and outside 
financing is curtailed, the average wage in the Croat-majority area will be somewhat lower. 



70 



large boost in wages stemming from the relaxation of wartime constraints in the central area of 
Bosnia, should result in a continuation of this trend. Consequently, wage rates are likely to be 
similar throughout the Federation in months to come. 




Wages in Republika Srpska, however, are unlikely to match those of the Federation in 
the near future. According to data provided by the Statistical Office in Banja Luka, the average 
monthly net wage for the first two months of 1996 was about 91 dinar (or approximately 
DM 25). Although wages appear to have risen during 1996, they are still significantly lower than 
those in the Federation. Wage recovery in Republika Srpska is likely to depend on the 
availability of external financing for reconstruction in 1997. 



Figure 8.2 Bosnia and Heneegovina: 
Piwiir Real Wage Index, 1976-1990 



The net wage decline 
in all areas of Bosnia and 
Herzegovina is even more 
striking given the fall in real 
wages which occurred in the 
decade immediately preceding 
the war (Figure 8.2). The 
average net wage for the entire 
country was only about one 
fifth of prewar levels. Despite 
recent improvements, average 
wage levels would have to 
grow by 4-5 percent per 
month in real terms for the 
next three years to recover 
prewar levels and over a much 
longer period before reaching levels experienced in the late 1970s. 




The authorities throughout Bosnia and Herzegovina are well aware of the urgent need to 
reduce unemployment and increase real wages. In recent months, a number of priority measures 
have been taken, including retraining, public-service employment, and small business 
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development. But much more should and can be done to improve the functioning of labor 
markets throughout Bosnia and Herzegovina. Measures taken to encourage small businesses and 
develop flexible labor maricet would also seive the twin goals of ledudng unemiilqyiiieiit and 
stimulating finmal l«dK>r-niaiket activity. The next section highlights some of the priority aieas 
of lefoim. 

Promoting Employment Generation by Liberalization 

The labor market is regulated under a similar legal framework in both Republika Srpska 
and the Federation, implying that the reform agenda should be broadly similar. To the extent 
tfiat the cunent legal fiamewoik is operative, it mnains, to a great extent, a cany over frmn the 
laboMuaritet legislation used in the former Yugoslavia. Both Entities are aware that current laws 
do not meet the needs of a market economy and are in the process of reformulating their labor 
codes. The objective is to promote a flexible labor market conducive to full employment and 
economic growdi. Hie Federation ihces the aebiitional diallenge of recmciling di fl fe i e n ce s 
between two parallel institutional structures. 

Pc^roll taxes must he lowered to reasonable levels 

The adverse impact of hi^ payroll taxes on employment and economic activity has been 
discussed at length in Chapter III on fiscal management. The principle message of that 
discussion is that payroll taxes that effectively double the cost of l^or are untenable. They 
artifidally drive up the cost of labor, tfaer^y depressing dentand and, at the same time they 
increase the incidence of tax evasion, thus reducing the tax base flutiier. When these taxes are 
used for expenditures not commonly fiinded through contributions, they should be largely 
replaced with other sources of revenue such as increased taxes on consumption (general sales 
taxes or excises). E7q}enditures for pensions, unemployment, and healdi insurance, which are 
cmnmonly fimded throug^i pi^ll-tax contributions, should be gradually reduced to afifoidable 
levels over a five-year |dias&4n poiod as tiie economy expands. 

Wages and benefits should be freely set 

Under current laws in both Entities, minimum wages are set administratively each 
month. However, market-determined wages are making headway in the private sector. Official 
wage scales should be eliminated as soon as possible to ease the concern of private employers 
and to remove a needless restriction on managers of public enterprises. Private onployera are 
likely to set maricet-based wages regardless of weedier such wage-setting practices are l^aUy 
sanctioned. 

"While tiiere has been considerable debate among econnnists in recent yeara on the 

impact of the minimum wage on employment, most agree that a higher minimum wage (relative 
to the market-determined wage for low-skilled workers) has a negative impact on employment 
generation. If a minimnm wqge is meant to signal that some salaries are not acoqitable to 
sodely, it diould not be sulgectto iiequent dianges nor set arintcaiily. Moreover, the minimum 

wage should affect only a small percentage of the work force. If the minimum wage is too high, 
unemployment will rise, illegal and gray market activity will flourish, and more people will be 
stuck in subsistence occupations, such as farming, at arguably lower income levels. 
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The liberal leave provisions mandated by the current labor code or as part of social 
legislation also restrict employment growth For example, vacation leave in Republika Srpska is 
a minimum of 14 woiicing days (in addition to other leave time and holidays) and in the 
Federation a minimum of 18 woiking days, bi bodi Entities, vacation time increases to 30 di^ 
maximum (in addition to many otiier dicumstanoes that entitie woilcers to additional paid leave). 
Sick leave and maternity leave are also generous, and potentially costly for small employers that 
must train new workers to fill vacancies. Maternity leave lasts one year (more in some cases) 
and requires tiiat the employee be rehired at tiie same job at the end of the period. Sick leave is 
paid by employere; maternity leave is, in theoiy, paid for by tiie health-insurance fund. ANhougli 
employers do not face salar\' costs for workers on matemity leave, matcmitx- lca\'c provisions 
indirectly increase employers' payroll tax obligations because the health-insuraiice fiind is 
financed by payroll taxes. Further, hiring replacement workers is costly. Matemity leave 
provisions will likely cause employers to avoid hiring female workers. 

These restrictive leave and benefit requirements make it difficult for small employers to 
maintain a work force, substitute for workers on extended vacations, and pay for sick leave. 
Moreover, sudi liberal leave policies are inqipropriate in an economy with hi^ unemployment 
and low incomes. Both Entities should be careful not to set their standards too high, but ndfaer 
should taiget their legislation to meet the needs of emeiging private enteiprises. . 

Unenqftqjmmit campensaiion should be coonSnated with other social as^slance 
programs 

It would be impossible to estimate how many workers would have been eligible for 
unemployment benefits during the war. fai any event, few if any payments were actually made. 
Even todi^, few people are receiving unemployment compensation as the govemment authorities 
try to reconstruct the necessar\ databases Eligibility criteria for unemployment insurance are 
fairly stringent, with onK employees dismissed because of restructuring eligible for cash 
assistance. Still, die unemployment benefit fomiula provides for sizable benefits that would 
distort labor market behavior even if they were affordable. In the short term, evoi minimum 
benefits are not affordable given the massi\ e unemployment in both Entities. At current tax 
rates, the revenues earmarked for unemployment benefits would cover less than 10 percent of the 
registered unemployed even if only a minimum cash benefit were provided. Moreover, neither 
the financing nor the uutitutional apparatus exists to handle tiie unemployment problem. Thus, 
transfers to the unemployed durald be coordinated with other social assistance programs. 

In the medium term, current legal provisions should be revisited with an eye toward 
establishing a sustainable system. Further, Employmrat Bureau budgets should be based on 

realistic estimates of the cost of benefits and other services. If revenues cannot meet costs, 
legislative changes should be implemented to lower costs. 

Job search mechanisms need to be opened to competition 

As in the former Yugoslavia, the Employment Biureau is the only source of job listings 
for unemployed workers m Bosnia and Herzegovina. Other methods of job search, at least for 
unemployed workers, are precluded if employers and unemployed wodcers bypass the 

Employment Bureau's services. In other words, unemployed workers cannot apply for or accept 
a job, at least legally, by word of mouth, through the newspaper, or through a private 
employment service. All tiuee official labor bureaus are designed to operate as monopolies. 
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In OECD countries—even those with effective government-operated labor exchanges- 
private employment services account for a substantial portion of job placements. In fact, 
inibnnal job seaiclies and private services gmerally account for most job placements. Even in 
Sweden, the OECD country with the most monopolistic job seardi policies, more than one third 
of placements are made outside the State labor exchange. If employment is to recover quickK in 
Bosnia and Herzegovina, the development of a variety of job placement avenues needs to be 
supported by legislation that moouiages the jMolifaation of infonnatlon and plaoemenls. 
Cuiient l^slation pioliibiting private job placnnent 9gaides diould be replaced by r^ulatoiy 
standards to prevail fraud and abuse. 

He need for private job placement services does not imply that Ifae operations of Ifae 
government-run labor exchanges ^ould be downgraded. Rather, the government system should 

develop efficient job listings and worker assistance mechanisms Funding for this fiinction 
should be a high priority. The two Employment Bureaus in the Federation (one in Sarajevo and 
one in Mostar) should be linked immediately, and may be united in the near future, to provide 
services for job sedcers Ifarougjhout die FederaticHi. 

Training and education should be upgraded and expanded 

Labor maiket expansion should be sujqwrted by a woric force Hat. has die necessaiy 

skills and education to meet the demands of a flexible market economy The three Employment 
Bureaus are starting to refocus their activities on developing active labor-market prograjiis. 
Refiigees and former employees of socially-owned enterprises are in particular need of retraining. 
Piograms must be developed with caution, however, to ensure that diey are demand dnven and 
cost effective. In many transition economies, education and training have been too narrowly 
focused and do not target the skills demanded by employers. Further, adult education and 
retraining cannot be the sole responsibility of the Employment Bureaus. New facilities focusing 
on aduh education need to be developed r^onally, prefonbly by die private sector. 

In the fiiture. the labor force must be replenished with well-educated graduates from the 
Entity education systems. These systems are in need of both immediate reconstruction and long- 
teran systemic restnidufing. About 70 percent of education ftdlities have suffered damage. 
Population movements have interrupted instruction in primary' and secondary schools, and the 
trauma of war has hindered pupils' learning. In addition, teachers" salaries are low and often 
have not been paid. Finally, many trained teachers have left the country. These issues are being 
addressed on an emergency basis widi reconstraction assistance and donated teadiers' time. 

In the longer term, however, refonned curriculums and better teacher training will be 
needed to hone the skills required for a market economy. Government officials are begirming to 
recognize these needs, but further exposure to education refomis and innovations diroughout 
Central and Eastern Europe and elsewhere would be helpful. For example, education officials in 
Republika Srpska are concerned about their ability to provide English-language classes and 
computer training. But these are not the only elements needed to produce an active labor force 
widi the skills to enter a maiket eccmomy. Gsnsequendy, broader systemic reforms must be 
develqied. 
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Labor-management relations must become more flexible 

A single labor omtract among unions, employers, and government (ndfaer than 
indluAiywide or companj'wide contracts) has traditionally been part of the regulatory framework 
in Bosnia and Herzegovina A new collective contract of this type is being implemented in 
Republika Srpska, however, and in the future a collective contract may be used in the Federation. 
If tfie collective agreement includes provisions lhat inhibit the expansion of employmmt or fi>ster 
informal market activity, those provisions should be changed, and only minimum, across-the- 
board standards should be used for all employers Wliile the right to organize is a fundamental 
right of labor, uniform conditions may no longer be ^propriate for all employees. Industrial or 
occupational unions can collectively bargain for wages and employment conditions above the 
minimums established for Aeir sector. Thus, restrictive collective contracts can be 
counterproductive in a maiket eocmomy, paiticulariy for an economy that is tiying to oneige 
from wartime destruction. 

Unionization varies significantly among OECD countries, from low rates in France 
(9.8 percent) and the United States (15 6 percent) to high rates in Sweden (82.5 percent). Many 
other OECD countries have unionization rates between 35 and 45 percent of the labor force. In 
some countries, cdlective baigaining takes place primarily at the plant or enterprise level, while 
in otfaen it is on a sectorwide basis, fadiotiywide baigaining is more prevdent in European 
countries with high unemployment. High unionization and indiistr\'wide collective bargaining 
are likely to reduce competition in the product market and can stifle job creation in labor- 
intensive activities.^^ New Zealand's experience demonstrates how rapid changes in the 
baigauiing stnicture can occur as a cowitiy ^fts from multiemployer contracts to angle 
employer bargaining. The role of labor unions in Bosnia and Herzego\ ina should be considered 
carefiiUy, with a need to balance the use of unions (to provide workers with bargaining power in 
the face of monopsonistic employers) with the need to avoid excessively powerful unions (which 
limit labor maricet flexability). 
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Source: OECD, 1994, The OECD Jobs Study; Part 11: The Adjustment Potential of the Labor 
Meofket, Chapter 6, Paris. 
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Social Protection Programs 

A number of government programs provide cash benefits and social services in bodi tiie 
Federation and Republika Srpska. The most important of these are the vestiges of the prewar 
social insurance system, which included pension, health care, and unemployment programs, in 
1996, the revraues earmaiked for tiiese programs accounted for more Him one quarter of all 
revenues and about 8 percent of estimated GDP. In addition, new programs have been 
established to deal with the poverty, homelessness. and war-related disabilities that are the 
legacies of war. For many people, these benefits are the most important form of relief from 
extamc poverty. Until lite economy recovers, however, the programs that make up the social 
safety net will meet only a fiaction of die vast denumd for social services. 

Given these constraints, social policy over the next few years will have to focus on the 
most uigent sodal priorities. The social safety net must protect the most vulnerable members of 
society in the immediate postwar period, fai die medium term, a stranger financial situation will 
allow for a greater scope of activity —but not a return to the extensive social welfare system that 
prevailed in the former Yugoslavia, a system that would have been unsustainable even if the war 
never occoned. Hie shifting role of die State in die social sfhen has been difficult to manage in 
all the transition economies, and will likely be especially complicated in Bosnia and 
Herzegovina However, the extent to which die old system has been destroyed might provide a 
unique opportunity for fundamental reform. 

Building a basic safety net to weather the next few years could be the first stbep in the 

reform process A coherent set of programs designed to fill basic needs could serve as the 
foundation of the new system. Supplementary benefits and programs could be introduced later, 
as the economy recovers. The institutional and financial underpinnings of these new programs 
should be considered carefhlly before l^islati<ni is implemented, howew. Fiscally reqioiisiUe 
programs can be designed as the eooaomy and population atdrilize and better data become 
available. 

The Social Safety Net Mut Be Restmctured 

By prewar standards most of Bosnia and Herzegovina's population now lives in poverty. 
Because of resource constraints, short-term social policy must focus on protecting the most 
vulnerable groi^M and maximiang die impact of available resources. The foUowiog steps should 
be taken imme^ately: 

• Using available resources to increase the minimiun pension and make it consistent within 
Entities; 

• Restricting eligibility for new pensions by curtailing eariy retirement (including the purchase 
of service-year credits) and enforcing strict disability standards; 

• Moving the budget of the pension iiind in the Bosniac-msyority areas ofT-biidget; 
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• Prioritizing the services to be provided through the health system and establishing an 
affoidable minimum basket of services to be provided in each Entity; 

• Taking advantage ofeoonomies of scale in seivioe provision iniMiievCT 

• Coordinating information and policies for social assistance and social insurance programs, 
and 

• Using the Federation's recent experience with the Emergency Social Fund and studies on 
poverty to create an effective and well-targeted social assistance program. 

In addition, certain policy measures ooulil be announced immediately but |dused in over 
time. These include: 

• Introdudng l^ishtion outlining the social insuianoe insti^ons in eadi Entity and tiieir 
relationship to each oAcT and to Entity and canton government institutioiis (induding 
budgetaiy relations); 

• Gradually increasing the retirement age to 62 for both men and women over the next five 
years; 

• Designing and eventually mtfodudng health and pension programs to supplement the first- 
tier minimum bendlts that are the focus of short-term policy; 

• Introducing legislation allowing and regulating voluntary membership in private health and 
pension plans and creating a corresponding govemmoit regulating body; and 

• Improving collection and enforcement of payroll taxes, especiaily for Has emeiging private 

sector. 

Implementation of these policies will vary according to the economic and institutional 
conditions in each Entity Medium-term planning will require decisions about the appropriate 
administrative structure for unemployment, health care, and pension institutions, particularly in 
tte Fedmlim. (The Federation's sodal insurance system has splintered into two s ep ar ate 
subsystems outside any clear legal framework.) Finally, the question of arrears (such as unpaid 
pensions) should be tackled separately and in the fiamewoik of settling of other claims cm the 
government (Box 3.1). 

Old Age» Diiability, and Survivor Peaiioiis Are UnimtaiBable 

The three pension schemes that existed at the end of 1996 were remnants of the pay-as- 
you-go scheme tiiat operated in Bosnia and Herzegovina before the war. This sdieme, like many 
in the ngiain, was already experiencing financial strain by 1991<-mainly beonise of a dramatic 

increase in the number of pensioners per employed person (Figure 9.1) The sharp increase in 
1990-91 suggests that early retirement patterns during the initial stages of economic restructuring 
were exaceibatmg this trend, which has since occurred in other transition economies. Even 
without the war, the tax system would have had trouble dealing with the new itnicture of the 

economy, especially small firms in the private sector The likch result would have been an 
erosion of the tax base, leading to higher payroll tax rates or bigger deficits. Simiiaiiy, the 
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the average pension to the average wage), low retirement ages, and a declining number of 
contributors. Governments in Croatia and FYR Macedonia have experienced this dilemma and 
have implemented restrictive measures to ensure solvency. 



0.33 
0.31 
0.29 
0.27 
0.25 
0.23 
0.21 
0.19 



Figure 9.1 Bosnia and Herzegovina: 
Pension Dependency Ratios, 1975-91 
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Low contributions, employment, and wages have weakened the system. The financial 
status of a pay-as-you-go pension scheme depends on the growth of the covered wage bill—that 
is, the number of contributing woricers multiplied by the average wage subject to payroll taxes. 
Both the number of contributing workers and the average wage collapsed during the war, 
severely reducing the value of the average pension paid to hundreds of thousands of pensioners 
(Table 9.1). After the war, the number of formal sector employees was a scant 39 percent of 
prewar levels, while the number of pensioners remained nearly constant. As a result, the system 
dependency ratio more than doubled between 1991 and 1996. 



Table 9. 1 Key Pension S) stem Indicators 





BiH 


Federation 


RS 


BiH 


BiH 




1991 


1996 






1996 / 91 


Population (thousands) 


4377 


2250 


1000 


3250 


74% 


Number of Pensioners (thousands)' 


408 


246 


153 


399 


98% 


Number of Formal Employees (thousands) ^ 


1308 


307 


199 


506 


39% 


System Dependency (percentage)' 


31% 


80% 


77% 


79% 


253% 


Average Pension (DM)"* 


473 


90 


33 


68 


14% 



1/ Federation pensioners estimated at 193,000 and 51,000 from Bosniac- and Croat-majority areas respectively. 
2/ See notes in Table 8.1. Formally employed persons may not correspond to active contributor population. 
3/ Ratio of pensioners to formally employed persons who are used here as a proxy for contributors. 

4/ Federation Tigure based on estimates for September 1996. The Republika Srpska flgure based on November 1996 payment 
Source: Institute of Statistics. Pension Bureaus, World Bank, and IMF staff estimates. 
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Significant lags have delayed payments in each pension scheme (old age, disability, 
survivor) and some pensioners were completely cut off during the war.^^ Pensions paid since 
1992 have been extremely low and undoubtedly below any reasonable poverty line.^ Fuilfaer, 
die real value of real pensions declined significantly during die war. 

Solvency rests on stringency. The relationship between the pension fund and government 
budgets in die two Entities is not well defined. The sdiemes operating in Republika Srpsica and 
in the Croat-^najority areas of the Federati(m are ofF-budget and collect their own revenues. Such 
arrangements might lead to greater fiscal responsibility'. The scheme operating in the Bosniac- 
majohty areas has been integrated with all other tax revenues, and pmsion fimds are allocated 
from these revenues in an ad hoc manner. 

The resource constraints faced by all three schemes are likely to continue over the next 
few years (Table 9.2). Despite the recent expansion in employment in the Federation, the ratio of 
pensioners to employed workers is about 85 peiorait across Bosnia and Herzegovina. Given the 
depressed levels of average wages and already high tax rates, this ratio means dut avenge 
pensions will remain quite low in the near fiiture. assuming that financing is on a pay-as-you-go 
basis, hi order for the average pension to increase substantially, either the system-dependency 
ratio must fidl or real wiiges must increase. AUlioug^ wage grov^ depends on mcreased 
productivity, the system-dqpenden^ ratio can be improved if the number of fimnal-MclDr 
woikers grows and is not ofl^ by excessive growdi in the number of pensioners. 







CtMtf 

Myority Areas 


Federation 


KB 


KH 






January - September 1996 






1 NunbN-ofPMirioiMn'' 


193.000 


31.000 


244^000 


153.000 


397.000 


2. Number of Contributors " 


239,000 


51,000 


290^000 


175,000 


465,000 


3. System Dependency (1) (2) 


81% 


100% 


84% 


87% 


85% 


4. Av«t%eN«tP«Bioa'' 


41 


73 


48 


13 


33 


S. Avan(>Covw«dWage^*' 


159 


512 


221 


fli 


164 


6. Replacement Rate " 


26% 


14% 


22% 


22% 


21% 


7. Contribution Rate " 


24.5% 


16.7% 


21H 


22% 


22% 


8. CovetegedWageBilV(H>P'' 


23H 


19H 


2m 


lOH 


ISM 


9. Pension PaymcohACXV 


4.7H 


2.7H 


3.SW 


1.9H 


33% 


1/ Estiouted. 

2/ AvvngoMliouledibrfintaiMinoiiiiKiniiioiid^ 

3/ Covered wage biU in DM divided by estimated number of woifcen. 
4/ Average net pension in DM divided by average covered wage. 

5/ Contribution rate for militars' in Croat-majority areas appears to be 15 3 percentVI 17.5 panxotlbr odNT WOflMI. 
6/ Covered wage bill is social security contributions divided by wage tax rate. 
SoinK InaliliMi ofSMiilin. horioB BimnH, Worid 



Pension payments, including lump-sum payments for past periods, are now being made hi areas 
that were hwcctswhle during the war (aicfa as Biha6 and Ckoazde). 

The Central Statistical Office in Saraje\o currently estimates a "basket of essential products." 
To date, however, no statistics have been developed for Bosnia and Herzegovina based on 
totemafkHMlly accqMed oonsunq>tion4»sed or poverty-Une measures. 
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Conthhiition rates are excessive. The payroll tax for pensions is one of several taxes 
levied on labor that together account for about 100 percent of average net wages. Because high 
payroll taxes encourage tax evasion and discourage employment, they should be cut 
G(Misiderably. As the economy recovers, some of the improvement in the financial health of the 
pension fund should translate into lower tax rates (rather than higher benefits) Reducing 
marginal tax rates on labor, along with the measures outlined in Chapter Vlll, should generate 
employmoit in the fbimal sector aid inoaden the tax base for medium-teraa finandng of sodal 
benefits. Exemptions and odier ftctors diat narrow the tax base should be avoided. 

Ensuring Minimum Pension and Better Targeting are Short-Term Priorities for 
Pension Reform 

Pensions will continue to face financial difficulties over the next few years. Short-term 
policies must incorporate compromises that recognize the constraints on the revenue side while 
providing a floor of protection. The medium term might allow for higher benefits, subject to the 
need to reduce payroll tax rates and mcourage fornial employment. 

Minimum protection is essential. In the short temi, each Entit\ should implement a 
minimum pension that provides a floor of income protection. Any increase in revenues due to 
wage or onployment growtii should be used to support that minimum poisian and reduce fund 
dependency on budgetary resources and donor support. Second-tier earnings-based pensions 
should be paid only after this minimum-pension obligation is met. The plan in Croat-majority 
areas pays a flat-rate benefit, in Republika Srpska and Sarajevo, pension payments are tied to 
earnings. If funding is not sufiQdent to pay both die minimum pension and the eammgs-related 
benefits, benefits should be eliminated or sharply curtailed. If funding is sufficient to pay for 
both tiers of benefits, the minimum pension should be indexed more generously than the second- 
tier. 

The minimum pension could be set for the entire country or for each Entity It should 
ideally be related to an internationally accepted poverty line based on a basket of minimal 
consumption. A reasonable goal for an average replacement rate for old-age benefits woiild be 
40 to SO percent of the average wage. The minimum pension might be taigeted at 25 to 30 
perorait of the average wage. In tiie short term, the Federation could set its taij^ at the current 
flat rate in the Croat-majority areas The weak finances of Republika Srpska, however, cannot 
siq)port a minimum pension at this level and will be challenged to offer even lower benefits. 

OtJ«r measures are needed to achieve short-term financial bedance. The pension funds 

in each Entity must improve their contribution compliance procedures and restrict pension 
eligibility if they are to pay for even a first tier of benefits. Methods to improve compliance 
should be coordinated with changes in tax administration throughout the country. Compliance 
will be paiticulariy difBcuh to enforce in the growing private sector. Hiese new audit and 
enforcement procedures will have to be developed and implemented. 



Several countries (Estonia, Mexico) that have faced dramatic declines in the real value of their 
average pensions have inqilemoited differendal ii^ksxing pensions. Odwr countries (Hungary) 
have chosen to restrict benefit increases for pensioneis at the top of die distribution. Differences 
in indexing de\ clop from the princq)le that low-income groups must be protected vatxn than 
those with higher lifetime earnings. 
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Several changes in eligibility requirements arc needed: disability criteria must be 
tightened; early l eti i auca t must be curtailed or eliminated; and the normal retiinneiit age must 
be increased. Hiese measures are required to create an affordable system and to ensure that 

benefits are provided only to people who can no longer work productively. While countries are 
often tempted to substitute pensions for unemployment benefits— thereby disguising 
unemployment and providing a more socially acceptable solution— the pension system should not 
beusedtopiDtBctdieunanployed. Tlus is paiticulailyinqportant for the pennon fimds in Bosnia 
and He i ae g pvinn since a funding gap might still exist, even after the prqw s ed measures to 
improve revenues and restrict benefits are introduced. 

Additional tiers should eventualfy be introduced In the medium temi, impnvinig 
finances should allow the Entities to supplement their first-tier pension with a program designed 
to provide retirement income related to past contributions This second tier could take many 
forms, but its size should take into account the need to lower payroll taxes. Once the foundations 
of a sound financial sector are in place, a privately managed and funded sdieme could be 
considered. The design and implementation of a new pension system will require much 
preparation. Basic demographic and economic data will need to be collected and cinalyzed in 
order to provide actuarial projections that can guide policymakers toward a fiscally sustainable 
pourion system. Hie FedeiHtion government has alremfy Mtablidwd a Pension Refisim Working 
Group for this purpose. Whatever mechanisms are used, diey will have to be revised as fte 
dynamics of the economy unfold. 

Firrt- and second-tier pensions could be adnunistered at the Entity level. Particqiants in 
both of die pension funds operating in Ae Federation would benefit from higlier pensions widi 

common collection and benefit payment arrangements. Public and private pension schemes 
around the world show that such economies of scale in administration exist and lead to lower 
administrative costs. 

Planning for a funded tier could begin as financial markets and institutions start to 
develop. This would involve introducing legislation allowing and regulating the activities of 
private pension pnndden and cAer types of long-term savir^gs instnunents. It would also entail 
assigning siqieivisory reqxmribilities to govemmoit agmcies and building the necessary 
capacity to peifomi tiiese fonctions. 

Separate pension systems should be consolidated Admirustering the pension system at a 
highn' level of government would provide additimial benefits for participants in tiie existing 
schemes, as well as for the economy as a whole If an economywide system were in place, 
workers would incur lower costs in transferring rights to a pension from one area to another. 
Moreover, labor mobility is impeded ^len multiple systems operate in parallel. Finally, the 
small nomber of partidpaats, especially in the Croat-nuyorrty areas, might encourage volatility 
^ven Ae limited ability to pool risk witfi such asmall number of par tic ip ant s . 

The establishment of die Federation Pension Agency might provide tiie foundation for 
harmonizing or integrating die two schemes in the Federation, hi tiie meairtime, however, the 

Sarajevo-based fund should be moved off-budget and earmarked revenues should be 
automatically deposited in its account in the payments system. This move would clarify fiscal 
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responsibilities and facilitate coordination between the two funds in working out mechanisms for 
determining eligibility and membership according to cantonal residence or other criteria. 

Sustainable Health-Care Ftnandiig Requires a New Approach 

in 1991, health expenditures in Bosnia and Herzegovina totaled 6.5 percent of GDP, or 
USSISO per capha-iatlier higji for Coitral Europe. In addition to tlie costs associ a ted with 

extensive infrastructure, these high costs developed from norms dictating the number of beds, 
items of equipment, and size and staff in health-care institutions, all of which combined to create 
perverse incentives. Overspecialization and excessive utilization, referrals, and prescriptions also 
omtributed to high costs. As part of the wider Yugoslav system, a healdi-insuranoe system 
operated tiuough a parastatal fund that had limited autonomy. Funds for health care were raised 
through a compulsory payroll-based scheme, with contributions from employers and workers 
passed through the health-insurance fund in Sarajevo. With minuscule official unemployment, 
74 percent of healtfi-msurance mcome came fixim State enterprises, 19 percent fiom tiie pension 
fund, and 7 percent from agriculture and the private sector. A plan to deal with the increasing 
imbalance between health costs and revenues was initiated shortly before the war. It called for 
strengthening the role of the health-insurance fund as a procurement mechanism, encouraging 
private provision of heahh services, ensuring that the ejqpendituie of the insurance fimd did not 
exceed its income, and inoeasing fees and individual paymeais. bnplementation of tiiis plan vm 
prevented by the war. 

The unified system coU^sed during the war. Shortly after, three systems emeiged-two 

in the Federation and one in Rq)ublika Srpska. In the Federation's primarily Bosniac-majority 
areas, the insurance ftind was merged with the Ministry' of Health in January 1994. In the Groat- 
m^ority areas, a separate insurance fund has been in operation since 1993. 

A system in crisis 

The health-care systems in both Entities are experiencing severe financial crisis. 
Throughout Bosnia and Henegovina, but especially in Republika Srpska, emeigency relief aid 
humanitarian aid still cover most health-care costs. Tliis situation cannot and will not continue 
indefinitely. While during the war physicians provided their sen, ices largely without pay, neither 
Entity can rely on such services over the longer term. In March 1996, physicians' salaries in the 
Federation imareased to about DM 520 per mbnA, but this trend has not been matdwd in other 
areas. Overall, the maintenance of emeigency aid and the re-establishment of noimal<7 in tiiB 
payment of salaries has been of piimaiy concern. 

Minimal levels of selfliuding have been maintained through high payroll tax rates in 
both Entities. Republika Srpska's health-insurance fond is managed on a rpg^umal basis and has 

been used primarily to pay staff salaries. Fund expenditures have paid for about 20 percent of 
health-care costs; emergency aid has covered the rest. In addition, serious medical cases have 
been sent to foe Federal Republic of Yugoslavia for care whoi fodlities in Republika Sipska 
were insufBdent Own e}q)enses are expected to rise, however, since Belgrade is no longer 
willing to pay for such care. In the Croat-m^ority areas of foe Federation, a heatfo-msuranoe 



Important questions would remain, however, on the governance of the off-budget schemes, and a 
tonporary l^al sohitkm would have to be woiked out 
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fund was established during the war, primariiy to pay staff salaries. In the Bosniac-majority 
areas, tiie heaMi4ii8uranoe fimd was inooiporated m bi bodi pirti of die 

Fedeiatioii, as in Republika Sipska, most medical care continues to be proviM ifanni^ donor 
assistance. 

Each Entity must develq;» a strategy to phase out flidr idianoe on external aid, detennine 
future financing anangements, and fond a heaMi-insuiance system that i»ovides a basic care 

package at an affordable cost. These strategies will be constrained by limited resources and the 
need to lower payroll taxes. Thus, the funding base for health care must be broadened as soon as 
possible. Options include using general budget revenues to cover some of the medical benefits 
of llie nonemidoyed, dunging user fees and otfier fomis of cost sharing, and introducing 
supplementaiy insunmce plans would not be subsidized. 

Achieving sustainable ^financing will require major adjustments 

Federation. The Federation's main problem is having two health-care funds. While it is 
true that basic health care should be provided at the canton level, revenues might not cover 
expenditures in every canton at all times. In fact, some cantons might never be able to raise 
suffident revenue to pay for basic care. Further, the huge inteir^onal disparities in heaMi-care 
provision mean that decentralizing the provision of minimum health services would timaten key 
aspects of the social safety net. It could also create unacceptable disparities in service provision 
within the Federation. As a result, redistributive transfers are needed to provide cross-canton 
subsidies. A woridng group has been fomied to recommend policy refbmis focused oo foe 
canton level, but a program has not yet been agreed OD. 

In the medium to long term, the Federation government plans to introduce a three-tiered 
^stem of heahfa insunmce. Hie first tier will ensure that all people have access to a basic 
padcage of basic services that is unifbrm across the Federation. Each canton will also adopt a 
second tier that will provide coverage for a canton-specified supplementary package of health 
care, financed by mandatory payroll taxes. A third tier of voluntary private insurance, financed 
by private pmniums, will cover enhanced care and seivices not induded undo* tiie conqmlsoiy 
tien. C(mipulsoiy insurance will be managed and administered at tiw canton levd within 
Federation guidelines. Uniform data-reporting requirements for service utilization health 
revenue and expenditure patterns, and standard indicators of health-sector inputs, outcomes, and 
management will apply to all cantons. 

The first tier will be funded b\ a Federation Health Fund, to be financed by payroll taxes 
and matching transfers from the budget (up to a limited amount per month). Tliese funds will be 
divided on a per-ca(Hta basis and returned to foe cantons to finance basic healfo services. The 
Federatian govenunent will oisure that any new heahhHnsunmoe l^islation provides fiv tiie 
continued operation of tiiis fund. 

Rei»ibllka Srpsha. RqHibUlca Sipska's heatfo-insurance system must strike a balanoe 
betwem pressing h«dfo-care needs and limited finandal resources. Hie Rqmblika Sipska 

Ministry of Health plans to oversee one compulsory insurance system and several optional 
private insurance systems. The compulsory system will cover the entire population, with an 
administrative structure consisting of one public health fund and eight branch offices. All 
resources will pass timxigh die central fimd. The branch offices will p»^, among odier tilings, 
nutemity dimes, tnwd costs for referred patients, and mobility aids (such as eyeglasses and 
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orthopedic devices) for cliiidren. Prices will be set by the central fund. Contributions will be 
paid by woikeis and employers, for workers and tiieir fiunilies, in die amount of 28 percmt of 
salaries, witfi equal shares paid by employers and wolkers. Self-employed people and fanneiB 

will also pay contributions Tlie Republika Srpska government will pay for low income 
(undefined) people, invalids, and indigent families of soldiers killed during the war, and other 
groups. 

Social Assistance Programs Should be Reexamined and Restructured 

As noted, poor people throughout Bosnia and Herzegovina hacve enormous needs. Not 
only do the authorities deal with the "normal" poverty needs common to all countries, they also 
must confront the crushing unempIo\inent. dislocation, and disabilit\' caused by the war. 
Problems will likely get worse in the short run as refugees return to their homes and soldiers 
continue to be demobilized. Neitfier &itity has the lesouroes to finance a program of cash 
ttansfeis to the poor. And, the emeigency relief, espedally donations of food, that sustained 
most of the po|xilation in recent years is expected to be cut off in tiie near future. 

The netwMk of soasi welfore offices in the Federation ccmtinued to operate during Ae 
war, providing services to Ike exieat possible. As with odier sodal service provideis (doctois, 

teachers), social welfare staff worked without salaries during the war. The govemment 
maintained institutions for orphans and for people with mental disabilities, but fiinds were not 
sufficient to cover all the operating costs of these facilities. Funding is also needed to reconstruct 
many of these fodlities. 

The Federation Ministry of Social Affairs is revising social welfare legislation, with 
initial policies developed by a working group representing interests fh>m throughout the 
Federation. Future sodal-welfore programs in die Federation will ranain uncertain, however, 
until revenues can be secured for these purposes. Many of the social programs in place before 
the war (such as supplies for newborns) are under review, as are alternative programs (such as the 
substitution of foster care for orphanages). Traditional assistance efforts were targeted at specific 
groups, including orphans, single parent families, diildren with disabilities, mentally-disabled 
adults, and families with development problems. The provision and e^qMrnsion of social services 
through volunteer efforts would be a useful supplement to govemment activities. A cash 
assistance program was in place before the war but had few users. Hie Federation recently 
introduced an emeigency assistance program— funded by dmiois and the World Bank-to disburse 
payments to poor families through the &nergency Social Fund, providing DM 10 per person to 
families who meet the income criteria established for the program. This fimd is the Federation's 
only vehicle for cash assistance. 

In Republika Srpska, social welfare ofiSces are organized by the municipalities. 
Republika Srpska recently implemented two new programs providing cash benefits for poor 
families and assistance for families with infants and children. These programs are similar to 
diose beii^ conaddered in die Federation. The cash assistance program is funded duou^ a 
2 percent payroll tax and other small taxes (for example, on gifts of property) An estimated 
330,000 families— 25 percent of the population— could be eligible for assistance. A funding gap 
of 24 million Yugoslav dinars is anticipated based on current calculations. Republika Sipska 
authoritMS hope to dose this gap though dcmor financing similar to dutt provided to die 
Emeigoicy Social Fund. 
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The infants and children program is financed by a 3 percent payroll tax. Besides the 
buiden diis tax imposes on labor costs, this program needs to be piknitiaed in light of cunent 
resources and needs. This piogiam funds allowances for |xi^nant women, snpplies for 

newborns, allowances and kindergartens for third and fourth children, and kindergartens for 
orphans and disabled children. Municipal fiinding for kindergartens, school excursions, and 
preventive health care is also required under the new law. 

The sustainability of Republika Srpska's new programs has yet to be assessed. The 
funding of these programs with payroll taxes should be reconsidered, however. Although the tax 
burden on wages has fallen from 120 percent of net wages to 98 percent through recent 
legislative changes. Ibis level of pi^U taxation is still excessive, paiticalaiiy in an economy 
straggling for recoveiy. 

A general review of social wel&re programs should be undertaken in bodi Entities to 
deterniine whetter funds are well utilized and whether proposed or enacted social programs are 

affordable and adequatcK' targeted to the poor This re\ lew should also find ways to coordinate 
different cash transfer programs such as pensions. uncmploN ment benefits, and social assistance. 
In the short term, cash assistance will have to be funded by donors to provide a floor of 
protection. In the medium term, these pn^giams must be Ibe respcmsibility of each Entily. To 
help evaluate welfare expenditures and develop a plan for the fiiture, a poveity aiaesment 
(including analysis of longitudinal surveys of the population) should be performed soon. 
Further, the Federation must decide whether programs currently funded through the Federation 
budget, including orphanages and nursing bcanes, should be transferred to the canloas. If aU 
programs are expected to be canton-based, the only role for the Federation KGnistiy of Heahfa 
would be in setting standards. 



Part Four 



Rebuilding Essential Physical Infrastructure 



During the war, transportatitm, power, and communications infrastructure suffered 
significant damage. Private resources, possibly through the use of concessions, will be needed 
to rehabilitate these sectors. Even if the government retains control over some sectors, however, 
severe resource constraints will prohibit fast progress without sector reforms. Three reforms 
are e.ssentUd. First, rates must reflect costs, aithou^ some poor users can be subsidized. 
Second, to ensure the greatest operating efficiency, better inter-Entit}' coordination is needed to 
maximize the usefulness of power, communications, and transport networks that cross Entity 
houmkaies. Finaify, accounting end mmagfintent standards in sKtor enterphns must imprcm 
(tamaticalfy. 



Chapter X 



Power, Transport, and Tdecommuiiicatioiis 

In the 1980*8, public utilities in Bosnia and Ffera^vina were publidy owned and 

operated monopolies. Local networks (water and sanitation, district heating, urban transport) 
were run b>' municipally owned companies, and national networks (electric power, railways, 
telecommunications) were run by socially-owned republican companies. Central offices based in 
Be^nde ensured coordination among the Yugoslav refmblics. Hie republican companies lent 
services to each other, settling balances at the end of each year. Self-management led to 
overstaffing, overly generous compensation, and inefficiency. Tariffs were often low, and most 
companies were propped up with govemment subsidies. Service delivery, however, was 
genorally adequate by mgioasi standards. 

When the war broke out, the republican utility companies were divided into separate 
enterprises, two in the Federation (one in the Bosniac-mzyority areas and one in the Croat- 
majority areas) and «ie in Rqmblika Sipska. Hie newly establishfed companies £in tbe Croai- 
nugority areas and in Republika Srpsk^ took over the assets located in their areas but did not 
assume their share of liabilities. The war caused substantial damage to infrastructure, particularly 
al<mg the lines of confrontation and in areas where heavy fighting occurred. As a result, many 
parts of the country have unreliable power supplies, railways run irregularly betiveen certain parti 
of the country, and inttarEntity telei^ione calls are difficult and inter-Eiitily calls impossible. 

Infrastructure Sectors Share Several Weaknesses 

Reforms are needed in most or all infrastructure sectors to improve the quality and 
availability of service, increase efficiency and lower costs, and ensure the financial viability of 
utilities and other infrastructure enterprises. Essential reforms include increasing revenues, 
developing betDn* acooimting systems, improving inter^Entity coopaatiao, addressing prewar 
assets and liabilities, and adjustiii^ management and ownership of utilities. 

To fulfill this agenda, the role of governments must be diminished and redefined, 
political interference must be avoided, and mani^ers must be allowed to follow sound bualiwii 
practioes. A substantial amount of work will be requited to change current management 
practices, address overstaffing issues, and desi^ ^ledfic programs to make iq> for the depattUTB 
of qualified staff during the war. 

Incneim^ revenues thrm^ better bilUt^ and more realistic pridng 

Low billing and collection rates and low tariffs have hurt revenues in many sectors. 
Moreover, billing and collection rates fell significantly during the war. Household lA^klR are 
often lower than tariffs for other users even though the cost of delivering services is higher. 
Although many households would be unable to pa> for the full cost of basic utilities, waiting 
until the economy recovers to deal with this issue will only entrench inefficient use. Billing and 
cdtodioa dwuld be increased, and low4ncome users shouM be provided witfi appropriate 
siqiport (Box 10.1). 
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Box 10.1 bcraaafaigRevcHMntaiVtflitySecton 

To ensiire financial viabilitv of the utility sector, revenues will have to be increased As a first step, the 
authorities and managers of the company should establish an accq)table timetable to do so. Detailed 
target deadlines should be set for improving billing and collection rates, eliminating subsidies, and 
increasing tariff levels. This will improve internal efficiency and reduce the burden on public finances. 
A modest agenda would be to: (i) cover all cash operating costs by 1998; (ii) make cash flow positive by 
1999; wad (tti) Mty reoover ooits in die foUowing fivo'^ear period-maditkwwlly, Aii vmUd indnde 
operadng ooBis, ddit SGiviGe and aronnd 3S to 40 pcaroett of investing 

The tariff policy and ngaiataty fiamewoilc dwold dmnltaneouiiy addeve seven! goals: 

Tariff dtstortkans riiould be reduced immediately; 

Adequate measores (e.g., lifdine tarifb) shooU be used to |m>tect low<4n^ 

Payment of utility bills wid) voudien provided to the demobilized soldiers should be strictly avoided, 
both to avoid inflatioiiaiy pressure and to ensure tliat utility companies will be able to cover their 

opaating costs. 



Strei^fliaung accounting systems to improve efficiency and regulation 

Proper and transparent accounting is essential in all companies. Regulating 
inflBstnicture sectors effidently will require detailed knowledge of oonqianies' finances, 
including in-dcpth analysis of outstanding debts, payables, and recdvables. nnancial data 
should include these caleigories. Liabilities to prewar and cunmt enqik^eei also need to be 

specified. 

In^nmmg inter-Entity cooperation and coonSnation 

Although the infrastructure systems in each region might be able to operate efficiently as 
sepanlB oompanies, this would require substantial coqiciation ^ox 10.2). Immediate benefits 
could cone tmrn inter-Entity arrangements relinking infiastniclure netwoiks. Agreementi 
should be formalized through commercial contracts, with mutually agreed metering and regular 
payments. Reaching such agreements in the shortest period of time — and thereby ensuring 
deliveiy of services— should be the main priority for the utilities. Inter-Entity cooperation, 
aMuNighnotneoesaaiy fin- file daily operation of some netwoiks,^ might be desirable to address 
po!&ey iisuei; tiias spedfic sectoral arrangements should be designed i^ienever needed.^* 



Natural gas is an important excq>tion. Although gas is used mainly in the Federation 
(particulaily in Sar^evo), tihe trannnission pipeline is partly located in Repnblika Shpaka. A 
ipedfic agrceinent, including pro\ isions on operating procedures to be followed by the two 
companies (Sar^jevogas and Sanyevogas Republika.Sipska) and transmission fees should be 
woiked out assocmaspos^le. 

As an example, water and sanitation are managed at the local level by municipally owned water 
and sadtafioo enteiprises. Behtt the war, eadi republic had, in addition to diese companies, a 
water resources institute to address water disputes among and within the republics. (Currently, 
there are two water resource institutes in Bosnia and Herzegovina, one in Republika Sipska and 
one in the Federation. Inter-EWty cooperation could. dMnfbre, be ensured according to dw 
prewar modd. 
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Box 10.2 TIk CommisiMii on Public CoiporatioM 

Many of the tt^cs oonlained in tbis section are bebg examined by ihe Comndssioii on Pniblic 

Corporations set up in accordance with Annex 9 of the Dayton Agreement by the Federation and the 
Rq)ublika Sq)ska. This Commission consists of five members: two rq)resentatives of the Federation; 
one iqnesealative of Rq)ublika Sipslca; and two interaational members (indnding tbe Chaimum) 
appointed by the President of ttie EBRD. 

The Comndssian has established woiking groups in key sectors (power, railways, roads, water, post, and 
telecommunications). These working gnnips were requested to identify the difficulties and shortcomings 
of these public services of the Entities, as well as tlie regulatory and other problems to be solved in order 
to achieve proper power supply and proper communications within and between the Entities. Emphasis 
has been put on improving the coordination between the separate companies, rationality, and economic 
viability Although a practical approach is being emphasized and priority is being given to short-term 
requirements and related arrangements, the ultimate objective of the Conmiission is clearly to propose 
long-tenn solutions and stractores to the patties. 



Sharir^ prewar assets and liabilities 

Mutual recognition of infiastracture rateiprises, including those of the two Federation 

utility companies, is still a highly political issue. In many cases, discnssioas oo sharing debt 

burdens and other liabilities have not even been initiated. But, cooperation and coordination will 
be difficult unless these issues are resolved. The lack of coordination prevents efficient use of 
the remaining networks, especially when they cross Entity boideis.^ 

A(^usting ownersMp and maiagement of the utilities 

All die utilities in Bosnia and Herzegovina are veiticaUy integnted monqwlies owned 
by govemmoit bodies and regulated and operated in the same way as in llie fonner Yugoslavia. 
Government ownership has resulted in tight political control of the companies, from selection of 
management and strategic decision making to day-to-day activities. In this context, the financial 
situation of die companies, whether they operate as local utilities or national infrastructure 
^rstems, is generally unsatis&ctDiy and s(»netimes critical. 

Although the international community has provided significant financial support to repair 
war damage and re^re service, inveslmaits in fhs years to come will have to be self-financed. 
Hius, international assistance to public utilities should shift fiom supporting emagency 

reconstruction to encouraging long-term cooperation and sectoral restructuring and 
reorganization This goal can partly be achieved by implementing specific institution-building 
measures and by making government and donor support conditional on sectoral reform targets 
(including, but going beyond, finandal viability). The donor community has extmsive 

international experience in restructuring these sectors, and sharing this experience will prove 
enormously beneficial to both Entities. The experiences of Central and Eastern Europe and 
European Union guidelines should be particularly relevant, especially regarding concessions in 



Quantifying the losses due to this lade of coordinatian would be exiranely difficoh sfaioe 

reliable statistics are not available. However, obsemttions made in other countries show that the 
costs to the economy that can result bom impraper management of infirastnicture systems can 
reach 4 percent of GDP. 
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infrastructure projects (see Box 10.3). The current level of international assistance makes it 
possible for the authorities to implanoit needed refonns. Witfun tiw next year, appropriate plans 
for public utilHy lefbim diould l>e developed witii intenudooal cooperation and assistance. 



Box 10 J lafrMtnicture CcuccmIom to fte Private Sector 

The case for concessions in infrastructure projects in Bosnia and Herzegovina is the same as what is 
generally advanced in other countries, i.e., mainly the potentially greater efficiency of the private sector, 
as compared to govenunent institutions, to manage and operate projects, as well as the limited 
government resources which make financing by concessionaires hold out the promise of faster project 
implementation. At the same time, it should be recognized that concession agreements do not 
autsmatlcany provide the least-cost solution for pnxvision of infiastnicbve. 

Intematkmal oqterieace reveals a number of factors whidi are important for successful concessions: 

sound project economic and finandal viability; 

manageable political risk; 

fair public/private risk allocation; and 

competent government organizations to conceive, prepare, and negotiate concession agreements. 

While the general development which underlies the assessment of the above factors is moving in the right 
directicm, it has to be reoopiized that presently the situation is far from ideal for oonceiBiaas. Project 
viability has of course to be evaluated on a prqject-by-project basis, but for many of the projects 
mentioned as potential candidates (for example, motorways), it is evident that the basic conditions to 
ensure ^flUllr|r(ttafficvolunies,abiUty to pay) mij^stiU be queati^ PoUlical liik, as wdl as liie 
general capacity of govenunent agendes to numage concessions, ndg|it nudEefhem difficnttto implement 
at present 



Rebuilding tlie Power Sector 

Before the war, Elektroprivreda Bosne i Hercegovine operated the electric-power system 
in Bosnia and Herzegovina. The system consisted of 13 hydropower plants with a total capacity 
of 2,034 megawatts (AfW) and average annual ou4>ttt of 6,922 gigawatt hours (GWh), and 
12 brown coal- and lignite-fired thermal power plants with an installed capacity of 
1,957 megawatts and 10,675 gigawatts per year. The system had alwut 5,400 kilometers of 
transmission lines and 92,000 km of distribution lines. 

The war destroyed more than half of generating capacity, 60 percent of the transmission 
network and control system, and most of the distribution network. In addition, the system was 
divided into Elektroprivreda Bosnia and Herzegovina (EPBosnia and Herzegovina) in the 
Bosniac-nuyofity areas of die Federation, IQelctKqmvreda Iferceg Bosne (^HDB) in the Croat- 
miyoTity areas of the Federation; and Elektroprivreda RqwUika Sipdca (EOPRS) in Rqioblika 
Srpska. Each company was made up of semiautonomous organizations, including several 
generation units (one for each power plant and associated coal mines, if any), one transmission 
unit On eadi enterprise), and several distribution units (one for each distribution area). 

At the end of the war, electricity companies faced the same problems as companies in 
odier infrastructure sectors. The sector had been divided into three companies that do not 
coordinate or coopeaie efifectively, and that have not agreed m a divisicm of assets and 
liabilities. Further, the companies have been losing a lot of money because of low tarii6, low 
billing and collection rates, ami ineffident service. 
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Two reforms are essential 

Better collection and higher tariffs. The power companies have extremely weak 
finances. The main problems are low billing and collection rates and low taii£&. In 1995, the 
power company in tiie Bosniac-m^ority areas of liiB Fedenticm ooUected about 4S pooent of the 
amount dm, tailing fh>m near zeio in waMom areas to dose to prewar levds in unafifected area 
(these proportions may be misrepresented to the extent that vouchers are being accepted. In 
Republika Sipska, the power company collected only 39 percent of the amount due (54 percent in 
Hw Baiya Lidca area and 17 pereent in llie Pale arej^. Tariff also vary by region, although they 
are low by international staidards in all r^ons (Box 10.4). 



Electricity tariffs vary significantly throughout tlie country. They are set by the utilities under the strict 
guidance of govenunent authorities (and in Rqpublika Srpska, on the basis of rates in the Federal 
Republic of Yugoslavia). Tariff infinnnation fitr Bosma and Hoz^ovfaia and QECD counlries is 
presented below. 



More cooperation and closer coordination.. Although the electricity companies 
establidied in Rqniblika Sipadka and in the Croat-miyority pait of the Federation to<dc over tiie 
assets of the prewar companies, diey did not assiune past debts and liabilities. It will be difficult 
to restore inter-Entity cooperation and to improve efficiency until this issue is resolved. 
Moreover, other republics of the former Yugoslavia built several m^or facilities as "investments 
in Bosnia and Hi6rzego\ana''.^ Hie autfioiities in Bomia and Hens^ovina and die suocessrar 
oiganiiations of diese investors need to resolve die ownership issim^ relating to llie fiKilities. 

Although small infrastructure systems can be operated efficiently, it requires cooperation 
and power trading between neighboring netwoiks. In Bosnia and Heize^mna, the large degree 
of prewar integration magnifies the need for cooperation: separating the services would be 
extremely expensive and might impair service quality in the short run, as well as jeopardize 
financial viability in the mediimi term. 

Trading might be necessary because some areas lack power-generation csptaiy while 
others have a surplus. In the short term, guaranteeing sufficient and uninterrupted power supply 
will be possible only if the Entities trade with each other. For example, the situation in the Banja 
Lukaarea, viUdi is currently supplied fiom Ifae eastern part of Ri^blika Srpska duougli a 
unreliable transmission line crossing the Posavina corridor, could be significantly improved if 
Federation power companies also provided power. Inter-Entity trade and cooperatiaa would not 



Box 10.4 Electricity Tariffii in Bosnia and Herzegovina 



Qectric Power 



Avenge TarifiSt 

0.054 US$/kWh 
0.040 US$/kWh 
0.010 USS/kWh 
0.100 US$/kWh 



Bosniac part of the Federation: 
Croat part of the Federation: 
Republika &pdca: 
OECD average 
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Such as the Ugljevik and Gacko thermal power plants, currently located in Republika Sipska, or 
the Tuzla and Kakanj thermal power plants, located in the Bosniac part of the Federation, which 
were partly owned by Ctoatia before die war. 
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require the companies to operate as a common network or to depend on common ownership and 
operating structures. 

Rei^vctwing s^iould follow a three-stage cpfovach 

AMioiigh die power sector might not be huge enough to allow competiticm even m 
generation, it is possible to develop a structure that would make it easier to attract potential 
investors (similar to successful measures in Poland and lAmgaiy). Restnicturing could proceed 

in three stages: 

la the first stage, inter-Entity cooperation should be restored to optimize the use of 

existing infrastructure. Joint operational planning should be set up and repair works and 
reconstruction projects should be coordinated by the two Entities, even if investments and 
maintenance are managed separately. 

In the second stage, generation should be separated from transmission and distribution 
and broken down into several generating companies, each operating on a conunerdal basis. 
Financial measures need to be taken to put eadi new company on sound financial fitotiiig ^ndiile 
subsidies finmigovenment and other pownroompan»» are eliminated. The tnmsmisaion system 

should be managed as a common system throughout the country to ensure the optimization of 
power transmission and permit effective power trading and system stabilization. Distribution 
enterprises should be owned and operated on a regional basis, provided they are not too small to 
fiMgo important economies of scale. All companies should qperate on a oommereial basis. One 
option would be for the transmissian company to buy power from the generating companies and 
sell it to the distribution companies, in \\hich case transmission fees should not significantly 
exceed full cost recovery needs. A regulatory authority should be set up at the national level to 
regulate power prices and to msure third-party access to die transmission system. 

Finally, and only once the regulatory authority has been established and is operating with 
reasonable autonomy, the generation and distribution companies could be partly or totally 
privatized. Hie transmission company or companies could eventually be considered far 
privatization once the new ownership arrangements in the generation and distribution s^ments 
have stabilized. Regardless of whether the transmission netwoik is privatized, the eaeigy hew 
should allow for third-party access to the network. 

Devdopiiig a New Transportation System 

Bosnia and Herzegovina's transport system was generally adequate before the war, with 
8,600 km of main and regional roads, 1,030 km of railway lines (75 percent of it electrified), two 
dvil airports, and public tianqxutation services throughout dw country. However, die war 

caused severe damage to the system and halted all maintenance. By the end of the war, more 
than 2,000 km of main roads needed immediate repair; 70 bridges, including all the bridges 
connecting Bosnia and Herzegovina to Croatia, needed to be rebuilt; all railway lines were 



SevecBl options could be considered fbr die mediam-term jotait operation of die tnmsmission 

network: a single transmission company (staffed with representatives of each company), 
sq>arate companies with a common dispatching center (with or without dispatching subcenten), 
etc. 
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rendered inoperable; and Sarajevo airport was partly destroyed and closed to civilian traffic. 
Since the end of the war, road and railway links have been repaired and a small number of 
civilian diaiter flights have become available. 

In the railway sector, as in the power sector, the prewar railway company was divided 
into three regional, govenmient-owned companies: Zeljeznica Bosne i Herzegovine (ZBH) in the 
Bosniac-majority part of tiie Federation; Zeljeznica Hero^ Bosne (29IB) in the Cfoat-nuyoiity 
part of the Federation, and tfae Zeljeznioe Transportovi Produzece Rqniblike Sipske (ZTP) in 
Republika Sipska. Each Gcmpaay is responsible for investment, maintenance, and operatioas in 
its area. 

Tmmport autiiorities must recognize two weaknesses 

Tariffs are too low. Little information on pricing is available for the transport sector, 
ahfaough tarifEs in tiie railways sector are quite low. A <»ie-way passenger ticket firai Dobqj to 
Novi GnMl (about 150 km), in Rqmblika Sipdca, costs US$3.50. 

New taxes and closer coordination are needed. Road networks are owned and 
maintained by eadi Kitity. Measures to ensure adequate finandng of maintemmoe and 

investments still need to be worked out. Specific taxes, such as fuel taxes, should be ftStuMlshed 
so that the authorities responsible for the road sector in each Entity have sufficient revenue to 

45 

maintain and operate the road system. Inter-Entity cooperation is also needed to ensure 
consistent reconstruction and investment programs and to carry out repairs along the Inter-Entity 
boundary line. Similar cooperation will be needed in die railways sector. AMmngh c oope ra t i on 
has been partly established ffarou^ a "Joint Board fox Railways," it is still misarigfiKtory 

(Box 10.5). 

Bailways should follow a two-stage res^cturing strategy 

The primary objective should be to open the rail network to all operating companies in 
two phases. First, each railway company should immediately be allowed to run trains on tracks 
owned by other companies without changing locomotives when entering a dilGferent area, hi 
return, a fee would be paid for use of the net\vork. Fees should be mutually acceptable and allow 
companies to fully recover costs. Contractual and economically based agreements should also be 
reached with the Croatian and the Serbian railways companies to ensure access to the European 
networic and to address tiie ofoss-boider lines (e.g., Zagreb-BihaS-Knin-Split and Bdgnde- 
Priboj-Podgorica). 

In the second phase, investment and maintenance should be separated fh>m operations, 
and investment and maintroance companies should be establidied at tiie Ea6ty or canton level. 
Operation of the whole networic should be authorized on a commercial basis (including payment 
of a uniform fee to the network companies). Third-party access to the network should be granted 

automatically. 
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Such taxes already exist in the Croat-majority areas of the Federation. They should be 
established as soon as possible, in Republikq Srpska and in the Bosniac-mq/mity areas of the 
Federation. 
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The netwink conaiBts of two nuin axes : 

Nordi - Sooth (Croatia - Brcko - Tuzla - Doboj - Zenica - Sanyevo - Mostar - 
Pkwe in Croatia) 

Weit - Bait (Croatia Novi Grad - Banja Luka - Doboj - Tuzla Willi a 

potential extension to Zvomik and Serbia). 

Currently, due to severe war damage, only a very small part of thiii network is operating. Most coimections between 
the main citiea, once leaUned, coaM be operated by one or two companiea. Operation of die intBr«ity liiiBi woalil 
Be aa follows (distances are approximate): 



Brcko - Tuzla 


(75 km) 


ZTP,ZBH 


Novi Grad - Banja Luka 


(80 km) 


ZTP 


Tuzla - Doboj 


(60 km) 


ZBH,ZTO 


Baiya Luka - Doboj 


(100 km) 


ZIP 


Doboj - Zenica 


(115 tan) 


ZTP, ZBH 


Doboj - Tuzla 


(60 km) 


/TP. ZBH 


Zenica - Sarajevo 


(80 km) 


ZBH 


Opotentially) TUzla • Zvomik 


(SO km) 


ZB 


Sarajevo - Mostar 


(120 km) 


ZBH 


Mostar - Ploce 


(80 km) 


ZBH.ZHB 



Filially, better inter-Entity ocxqieration medumisms are needed to address inter-Entity 
issues, and to decide on regulatory matters such as technical and operating standards 
{e.g., telecommunications, signaling, security), the issuance of licenses to operating preexisting 
companies, coordination of time schedules and representation in technical inlBmati(»al 
oiganizations.^ While defining sudi anangements, however, new stnictuies should be created 
only to resolve identified issues. Once a proper regulatory framework has been put in place, the 
operating companies could be partly or totally privatized. 

Building Viable Tdecommniiications Infrastructure 

By the late 1980s, Bosnia and Herzegovina's telecommunications network was relatively 
modem, with a high degree of digitalization. Coverage was limited, however, with only 
12 telephones for evoy 100 people. About 750,000 people were served by the seveial post and 
telecommunications enterprises (PTT), which were overseen by the Community of PTT 
enterprises of Bosnia and Herzegovina General Directorate There were 6,000 international lines, 
including 700 direct links with countries outside the former Yugoslavia. Most international calls 
were routed through international telephone exdianges in Belgrade and Zagreb. 

Heavy war damage of the long-distance transmission network disrupted interurban and 
intemational commimications. By August 1996, more than 65 percent of the long-distance 
netwoik had been destroyed, and 30 percent of local network lines were out of oider. The 
European Bank for Reooistroction and Development estimated diat the cost of restoring die 



Several options could be considered for the development of inter-Entity coordination, for 
example, establishment of a railways authority at the national level or setup of woikiog groups 
which wmdd meet r^ularly, possibly through die Commission on PnUic Cospontaos. 
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sector, including rehabilitating the long-distance transmission netwoik and procuring amdliacy 
equipment, would be about US$222 million. 

As in the other sectors, the war split the PTT into three parts: PTT Bosne i Hercegowae 
(PTT Bosnia and Herzegovina) in the Bosniac-majority part of the Federation, and PTT Herceg 
Bosne (PTTHB) in the Croat-m^ority part of the Federation, and PTT Republika Srpske 
(PTTRS) in Republika Sipska. Eadi company consists of seau<autonoinotts regional or 
municipal oi]ganizati(Mis and is in charge of both post and telecommunications. PTTRS and 
PTTHB work very closely with the telecommunications companies of the Federal Republic of 
Yugoslavia and Croatia, respectively (their networks can be accessed from abroad only through 
the Yugoslav or Croatian country codes). 

7%e issues are broadly similar to those in power ami tran^Mrt 

Tarifis for local caUs vary significantly even witfiin edmic majority areas (Box 10.6). 
Ifowever, tiie tBleconummications companies are in belter finandal sh^ than otim' utilities 
because incoming and outgoing international calls goieiate revenue and a generally greater 
willingness (and ability) to pay for services. 

Box 10.6 Tariffs for L<)cal Calls 

Existing telephone rates in selected areas of the Federation are as follows: 

Sarajevo area 0.009 US$/minute 

Bihaearea 0.084 US$/!inimite 

Croat-m^ority areas 0.006 USS/minate 



Inter-Entity communications have been interrupted since the beginning of the war. In 
many areas, communications links could be restored widiout significant fBdmical tcpsks, subject 
to an inter-Entity agreement But since telecommunications is considered a strategic sector, 

cooperation between the PTTs is almost non existent and inter-Entity communications are 
limited to a few red lines. Even within the Federation, the Bosniac- and Croat-majority areas are 
baldly connected. 

Reestablishing telecommunications services throughout Bosnia and Herzegovina, and 
with neighboring countries, is essential for economic revival. The three telecommimications 
companies diould immediately reconnect their networics vibenvcr tedmically possible, and 
service should be provided in a nondiscriminatoiy manner to all parts of the counby. 

The potential for privatization is greater than in other sectors 

Telecommunications should be considered for rapid privatization, possibly with the 
involvement of foreign investors. To achieve diis objective, meas ures to rapidly ad^ the 
regulatory framework are needed, including: 

• Separating pos^ services fh>m telecommunications and establishing separate companies to 

deliver these services. Once established, these companies should have their own legal 
identity and keep accounts according to international standards and practices. 
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Gradually openiAg up the sector to competition along the guidelines established by the 
European Union for hi member countries. Meamres should be worked out to move fiom tibe 
cuirent monopolies to a situation where liiiid-paity access is grmted. 

Establishing an independent regulatoiy body to issue licenses and ensure that operators 
respect existing regulations and contractual commitments. 



Part Five 



Normalizing External Flows Over the Medium Term 



At 1996, the dmor-financed reconstruction program has helped to boost GDP by about 
50 percent. The expected initiation of the reconstruction program in Republika Srpska in 1997 
should contribute to continued rapid economic recovery. Further improvements in economic 
performance will depend on a strong economic reform program, effective strengthening of 
institutional capacity for economic management, continued international financial and technical 
assistance, and, of course, continuated peace. If these conditions are maintained, Bosnia and 
Herzegovina should be able to recover nearly two thirds of prewar GDP by 2000. By 2003 or 
2004, prewar GDP should be fully recovered. 

Considerable external financing is needed to normalize Bosnia and Herzegovina's 
relations with international creditors and cover reconstruction requirements. This 
mrmaUxation involves boA dmrir^ outstanding arrears and senHdt^ restructured debt. The 
strategy to resolve lAe elebt problem should seek immediate relief on debt-service abtigaHon as 

well as a permanent reduction of total indebtedness, thereby allowing the economy to function in 
both the short and medium term. Cash-flow relief on debt service from external donors is 
particularly important to assure a sigmflcant positive transfer into the country during recovery 
and to reduce the debt-service burden to a reasonable level. But, without an additional upfront 

reduction in the debt stock, the country will not he able to return to creditworthy status for some 
time, reducing any chance that private capital will be forthcoming to complement official aid 



Chapter XI 



Medium-Term Economic Outlook 
and External Financmg Requirements 

The Maeroeconoiiiic Ootiodc: Prmpects for Growtk 

The momentum generated by the economic recoveiy of 1996 is expected to continue so 
long as peace, die reoonstraction program, and progress in institutioo building and nunket refimn 
are continued. Although, it is unlikely that growth in the medium term will be as rapid as in 
1996 (50 percent), the growth rate in 1997 could still be 30-35 percent, bringing GDP per capita 
in 1997 to about US$1,000. Disposable GDP per capita could be higher still, at US$1,300, if 
citizens temporarily living abroad are not included in the population count. f ' 

As in 1996, sources of growth and employment generation in 1997 are expected to derive 
firom the donor-financed reconstruction, and, to a lesser extent, from recovery in domestic 
mariceCB and modeiate growtfi in exports. Favorable ftctois in 1997 include Ae expected 
initiation of the reconstruction program in Republika Srpska, the strong pipeline of projects 
prepared for the Federation in 1996, that will be implemented in 1997, and initiation of a number 
of new projects. Economic recoveiy in the Federation in 1996 boosted demand for domestic 
ou^ut and imports. Other expected sources of giowdi indude recoostiuction in the housing and 
infiastractme sectofs, the agricuHuial sector (particulariy in Republika Sipska), the sovioe sectm- 
(particularly in trade and food ser\'ices) and to a lesser extent, the manufacturing sector 
(particularly tlie small-scale production of reconstruction materials, textiles, wood processing, 
and fiimiture making). 

Beyond 1997, experience from other countries afflicted by war suggests that Bosnia and 
Herzegovina's economy still has the potential to grow very r^idly, although at declining rates. 
It is not unreasonable to assume that annual growth can be maintained at 10-25 percent diuing 
1998-2000. This growth scenario, however, requires &ie fidfiUment of a mmber of coneHtions, 
including substantia! reconstruction financing, debt relief from creditors, effective use of 
external assistance, and good progress in institution building and in implementation of economic 
reforms. However, economic growth is starting from a very low base because of the war, the 
disint^raiion of fbnner Yugoslavia, and dianges in eqwrt maikets as a result of the 
reorientation of Eastern European economies. Even under these growth assumptions, GDP after 
that will only reach, at most, about two thirds of its prewar level by 2000 After that, saus&M 
three to four years will be needed before prewar GDP can be fully recovered (Table 11.1). 

It will take even longer for exports to return to their prewar levels. Until basic 
infrastructure is rehabilitated and public services are restored, exports are unlikely to be a 
significant source of growth. As the economy recovers and domestic supply capacity is restored, 
some prewar export maricets are expected to be regained. In real tenns, exports are prajected to 

recover firom their current low base to about 70 percent of their prewar levels by 2000. Beyond 
the reconstruction phase, with significant recovery and easier access to inputs, labor, and capital, 
normal trade patterns might be restored, leading to a sizable improvement in the trade balance. 
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Based on these assumptions, the average trade deficit is projected to decline from about 
30 percent of GDP during 1 996-2000 to 6 percent in 2001-05 (see Table 11.1). 



Tabic 11.1 Selected Key Economic Indicators- 
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1/ 1990-96 are estimated, 1997-2005 are projeelcd. 
■ataotavaiMfa. 

Note; The Bank scenario is illustrative, and it in no way is intended to prejudge the outcome of future negotiations with Bosnia's 
external creditors in the Paris and London Clubs. It shows that a comprehensive debt workout including a substantial net present 
value fadaotioaflaeeBMlidatodMitiervioewiAtaiaClabanditan and a substantial debt atoolc reduction wiili London Clab 
e»aditatagoaaalaagmiiyie«taatelheBfladitkinaaeeaMMyibrwaewialcf lBlU)Uadiagrtarti^ 
rflaraOM. 

SoBM Dite pnwidMl fay BoMM aiid HmiowiMi aadunlM^ 



With successful implementation of the reform program, private investment is expected to 
increase more quickly than public investment in the years ahead. Public investments are needed 
to complement donor-suppoited reconstruction program in infrastructure, while private 
investments are expected in lliose sectors where cqntal requiremoits are relatively small and 
dependence on public infrastructure and services is limited. Given the tigbt moietaiy and fiscal 
rules needed to maintain macroeconomic stability, both public and private investments are 
expected to be financed, mostly, by external financial sources in the medium term. In time, 
domestic savings diould increase, strengthening tiie perfomiance of Ifae finandal sector. Hie 
sandn^ and investment g^, howevo; will be slow to close, and external inflows will continue to 
play an important role in financing this gap. Given the front-loading of substantial donor 
assistance (including expected debt-rescheduling arrangements by creditors), official inflows are 
likely to decline after ^reoonstniGti(» phase. Suocessiid refonns wiU attnct increaong private 
inflows, including equity financing. 
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External Fiauicing Requirements Are Enormoof 

Bosnia and HemgiavwA inherited 

substantial external debt (Table 11.2), much of 
which is in arrears (IJS$2 billion). Considerable 
external financing will be needed to normalize 
Bosnia and Herzegovina's lelatiais with 
external creditors, as well as to cover die 
requirements of the reconstruction program 
Nonnalization involves debt restructuring, 
including die deaianoe of outstanding arrears 
and servicing of the restructured ddrt. An 
important first step was taken on December 20. 
1995, with the clearance of outstanding arrears 
owed to the International Monetary Fund. On 
June 14, 19%, die Worid Bank's Boaid of 
Executive Directors also approved a debt consolidation loan for Bosnia and Herzegovina that 
cleared its arrears to the Bank and reduced Bank-related debt-service requirements to nonnalize 
Bosnia's external financial relations. 

Timely availability of international support will be of crucial importance in advancing 
economic recovery and transition. Working together, the government, the World Bank, the 
European Union, and other agencies have designed a reconstruction program requiring at least 
US$5.1 billion of external financing during 1996^ period. Hiis program has since been 
endorsed by die donor community, which in 1996 committed about US$1.8 billion to specific 
sectoral programs (reaching the original targets). About 96 percent of this fimding was provided 
on grant or concessional terms. Of the US$1.8 billion committed, 65 percent is being used to 
siq^it the priority reconstniction progam, indnding dvil worics, services, equqmient and 
goods contracts, and balance-of-payments sappott. In 1996, leoonsttuctiaa effints focused 
largely on the Federati(m. 

Ibe 1997 jnogram should focus on infiastructure, refogee letum, employment 

generation, and overall sustainability of the program. The first year's assistance was provided on 
an emergency basis, with less attention to long-term policy issues; from now on. both the 
government and donors should be increasingly conscious of the need to ensure the long-term 
viability of didr interventions. External financing requirements have been established on the 
bans of a sectcxMiy-sectDr assessment of fiiture needs, taking into account both the status of 
reconstruction-fiogiam implementatt(m during 1996 and Bosnia and Heizegovina's absorptive 
capacity. 

The External Debt Problem Must Be Addressed 

Bosnia and Herzegovina's unsustainable debt indicators originate fi'om the collapse of its 
econony over die past four years. GDP dedined fiom US$10.6 billion in IfKK) to about 
US$2.1 billion in 1995, and total exports (including those to other former Yugoslav republics) 
dropped from US$2 billion to about US$150 million during the same period. Debt indicators in 

1995 were very poor: the country 's ratio of debt to GDP was 168 percent, and the ratio of 
required ddit service to total ejqiotts was about 135 peroenL Even widi strong reooveiy and a 

1996 woricout agreonentwidi creditors coveting some ddrt, diese indicators lemam pndulntively 
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high. Bosnia and Herzegovina is clearly in no position to service this debt now or in the near 
future. 

Debt restructuring is unavoidable An effective solution would include two elements. 
First, Bosnia and Herzegovina is in no position to make net payments for several years to come. 
Thus cash-flow relief is needed to ensure a strongly positive net transfer into Bosnia and 
Hera^ovina. Second, mice foreign assistance declines, access to private capitBl nuukets needs to 
be secured to ensure continued recover}'. Renewed access to private markets is unlikely with the 
current stock of debt (the current ratio of debt to GDP is more than twice as high as Mexico was 
before its Brady debt-restructuring deal). Thus, debt restructuring needs to provide not only 
cash-flow relief, but also significant M>t relief to lower the debt-output ndo to seivioeabte 
levels. Without prejudging any final settlement that might be reached with the Paris and London 
Clubs, a comprehensive workout would contribute significantly to creating the conditions needed 
to restore creditworthiness and permit private inflows to contribute to reconstruction efforts in 
later years. 

An Dlustrative Scmario for External Financing 

The illustrative scenario presented here is in no way intended to prqudge die outcome of 

future negotiations with Bosnia and Herzegovina's external creditors in the Paris and London 
Clubs It shows, however, that a comprehensive debt workout, including a substantial reduction 
in consolidated debt service and debt stock would go a long way toward creating the conditions 
needed to reestablish Bosnia and Heiz^ovina's creditwoidiiness and to grant its access to 
international resources at commercial or near-commercial terms. Less generous terms would 
leave Bosnia and Herzegovina's creditworthiness more fragile and access to such flows in 
question. This illustrative scenario takes into account financial normalization packages offered 
by international finandal institutions in 1995-96 and is based on two assumptions: 

• Clearance of pre-cutoff date arrears to Paris Club creditors in mid- 1997, on Naples terms, 
(that is a two-third net present value reduction on consolidated debt service, and a deferral, 
on an exceptional basis, of post-cutoff date debt arrears over a six-year period, including 
three years of grace). 

47 

• A deeper net present value debt reduction than under Naples terms, at about 80 percent, by 
London Club creditors and rescheduling of all debt to other creditors on Naples terms, with a 
67 percent net presmt value reduction by the end of 1997. 

Under this scenario, Bosnia and Herzegovina's gross external financing needs will total 
about US$12.4 billion during the period 1996-2000 (Table 11.3). Most (60 percent) of this 
amount comes fivmi die cummt-account deficit, which is laigely driven by rBoonstniction needs, 
and from other import requirements (humanitarian imports and private sector imports). Hie next 

largest component of the financing needs (about 22 percent) is accounted for by arrears clearance 
(US$2.7 billion). Debt service on rescheduled and new debt to multilateral and Paris Club 



Comprises a 90 percent discount assumed for half of the dd>t, which is assumed to be bought back at 
around 1 0 cents on the dollar, and a rescheduling of the remainder on Naples terms with a net present 
valDc reduction of 67 percent. The buy-back canqxnent would require fiuumcing of about US$6S milUon 
vriuchoontribulestottefinincinggap in 1997. 
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creditors accounts for about US$0.7 billion or 5 percent of the financing requirement. Debt 
service to London Qub and oliief omimerdal creditara, including rollover of debt service in 
1997, aooounts for 0.6 billion, or 5 percoit of the financing requirEment Finally^ llie 
accumulation of intemational reserves to a precautionaiy level accounts for about US$0.9 tnllioa, 
or 7 percent of the financing requirements. 

These needs are projected to be met through a combination of sources. About 

US$3 billion (31 percent) is expected to be provided through official and private unrequited 
transfers. Official unrequited transfers should decline over time as hiunanitarian assistance is 
rq)laced by leconstnicticm assistance on concessional terms. Private unrequited transfers should 
also fell over time, reflecting its two components: emeigoicy assistance needs diat are cunentiy 

addressed by nongovernmental organizations, which arc assumed to decline over time, and 
private remittances from Bosnian families working abroad, which are expected to remain 
constant. Foreign direct investment inflows are expected to resume in 1998 and to provide about 
US$0.5 billion in financing . 

New financing for the reconstruction and recovery program (about US$5. 1 billion) would 
cover 54 percent of the total financing requiremmt. These funds will come from various 
creditors, mosdy on concessional tenns. in addition, multilateral creditors, bilateral oeditors 
(including Paris Club creditors), and commercial creditors (including London Club creditors) 
will finance about 64 percent of the remaining US$4 billion financing gap by forgiving arrccus. 
The remaining financing gap for the four-year period is about US$0.7 billion, averaging about 
US$170 million a year, or 6 percent of total finandqg reqniremoits. This remaining finandng 
gap will be covered by balance of payments siq^lt from the World Bank, IMF, other 
multilateral creditors, and bilateral creditors It bears repeating, however, that the calculation of 
the remaining financing gap assumes thai Jinancing for the reconstruction program has already 
bem fidfy secured, and that a conqfrehensive debt workout has contributed to substantial debt 
relief as mentioned above. 

This debt workout scenario illustrates how debt service relief and debt stock reduction 
can help restore oountiy creditwoitfainess. Under the scenario, overall ddyt parameten would 

indicate a substantial decline in debt and debt-service indicators. For example, die ratio of debt 
to GDP would fall from 168 percent in 1995 to about 41 percent by 2000, and the composition of 
debt stock will be more favorable in terms of the degree of concessionality of the debt terms. 

With such a strategy, it is possible that a viable medium-term economic program, based 
on restoration of country creditworthiness ajid renewed access to intemational capital markets, 
can be realistically envisaged and, thus, sustained growth can be expected. Less generous terms 
would, of course, have a weaker impact, and imply slower growth. 
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the 

Paris Club, by mid- 97 and to the London Club and other commercial cnditonby CDd.1997. 

* Assumes that financing of the reconstruction program is fully secured. 
' Includes u.se of IMF resources (US$45 million), errors, and omissions. 

" Afta dearance of anean to muUilatenl cnditois, Paris Club. London Club and otha commercial creditors, but before balance of 
payneabflnandnifivn the WmM Bade, the nip. ote niallitaimlei«iitan.aiidbyailenlerBditon. 

^ 1995figHeiiantoaehednleddriMaefvke. 1996 flgoreinchideaddMaenrke tote IBRD at new temiB and aclwdnled but unpaid 
non-IBitD debt aenrioe. 

Note: This scenario is illustrative, and is in no way intended to prejudge the outcome of future negotiations with Bosnia and 
Herzegovina's external creditors in the Paris and the London Clubs. It shows that a comprehoisive debt workout, including a 
substantial net pre5!ent value reduction on te cfflMolidatcid serace with Paris Club crediton and a — dd>t stock radnwon 
with London Club creditors would go a long way townd cicalmg te oondttioiis mccssary for leaewel dTIBRD leamBa staitiBl m 
1 998 and private C4>ital inflows after 2000. 
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